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comfort 
counts, 


The feeling that your client's cor- 
porate safety is being watched over 
by an organization with eyes and 
ears in every state of the United 
States and every province of Canada, 
an organization created for, special- 
izing in, and devoted entirely to 
assisting lawyers in the statutory 
requirements of their corporation 
clients—the organization trusted and 
relied on by the attorneys of the 
nation’s greatest corporations—that 
is one of the extras that comes with 
C T Representation. But how much 


it counts! 
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Unemployment Tax 








OUR years (less four days) after the enactment 
FE of the Social Security Act? the first major revi- 

sion of the social security system was effected 
by the enactment of the “Social Security Act Amend- 
ments of 1939.”* Many months of deliberation in 
Congress preceded the changes adopted. The House 
Committee on Ways and Means held hearings for 
forty-eight days, lasting from February 1 to April 7, 
and the record of the testimony there adduced em- 
braces exactly 2,500 pages.* The recommendations 
of the Social Security Board and of the Advisory 
Council on Social Security played an important part 
in the ultimate revision. After a turbulent course in 
Congress, during which passage of the amendments 
had begun to appear doubtful, the Conference Bill 
was finally passed by both Houses and was signed by 
the President on August 10, 1939. 

We propose in this article to discuss only those 
provisions of the Social Security Act Amendments 
which affect the federal unemployment tax. 

The original provisions of the federal tax on em- 
ployers of eight or more were found in Title IX of the 
Social Security Act. These provisions were subse- 
quently incorporated into Subchapter C of Chapter 9 
of the Internal Revenue Code.t| This subchapter may 
now be cited as the “Federal Unemployment Tax 
Act.”° The federal unemployment tax, under the 
Federal Unemployment Tax Act, has been drastically 
amended, as we shall see. 


Basis of Unemployment Tax 


In the interests of simplification and uniform re- 
porting, the amended Act changes the tax base for 
unemployment compensation from “wages payable” 
to the “wages paid” definition used in the old-age 
insurance tax. The new basis applies to all wages 
lor services rendered after December 31, 1938, and is 
thus retroactive with respect to the year 1939.’ 

Under the law prior to amendment, and still ap- 
plicable to wages for services rendered prior to Janu- 


* Certified Public Accountant, New York. 
*49 Stat. 620, approved August 14, 1935. 


* Public Law No. 379 (H. R. 6635), (76th Congress, First Session) 
approved August 10, 1939. 

*76th Congress, First Session, Hearings relative to the Social 
Security Act Amendments of 1939, 3 volumes. 

*Public Law No. 1 (76th Congress, First Session) approved Feb- 
Tuary 10, 1939, and hereafter cited as ‘‘I. R. C.’’ 


By HARRY JANIN* 








The more important 
changes in law 
brought about by the 
Social Security Act 
Amendments of 1939 
are discussed at length 


in this timely treatise. 








ary 1, 1939, the tax was measured by the total amount 
of wages payable with respect to employment during 
the calendar year, regardless of the time of actual 
payment.* Thus a bonus paid in 1938 for services per- 
formed in 1937 constituted taxable wages (payable) 
for 1937 even though the amount thereof was uncer- 
tain in 1937. The employer was required to estimate 
the amount of the bonus applicable to the calendar 
year 1937 and pay taxes (and state contributions) 
thereon. If the estimated amount was greater than 
the amount later determined to be payable, the over- 
payment subsequently was refunded or credited. If 
the estimated amount was less than the amount later 
determined to be payable, the employer subsequently 
was required to file a statement setting forth the 


5 Sec. 615 of the Social Security Act Amendments of 1939, here- 
after referred to as ‘“‘S. S. A. A.’’; Sec. 1611, I. R. C. 

Note: Wherever feasible, the section number of the Internal 
Revenue Code (I. R. C.) and the corresponding section number of 
the Social Security Act Amendments (S. S. A. A.) will be indicated. 

6 Sec. 1600, I. R. C.; Sec. 608, S. S. A. A. 

7 The employer's tax liability is not increased, however, by reason 
of the retroactive application of the new basis. 

8 Reg. 90, Art. 201. 
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amount of the bonus which was not reported and to 
pay the additional tax (at the rate in effect for the 
year the services were rendered). In the latter case, 
the employer would be liable for additional state con- 
tributions which would not be allowable as credit 
against the federal tax (since contributions were paid 
after the federal return for 1937 was filed). ‘These 
troublesome difficulties and burdens on employers 
(and administrative bodies as well) will, it is expected, 
disappear under the new law establishing the “wages 
paid” basis. 

With the unemployment tax and the old-age in- 
surance taxes on a uniform basis, the record-keeping 
problem by employers will be greatly simplified. 
However, since most states base contributions on 

“wages payable, ” employers will still be required to 
maintain separate records until the state laws are 
amended, as anticipated, to conform to the federal 
basis. The Social Security Board had recommended 
that such change should not become effective earlier 
than January, 1941, in order to allow time for amend- 
ment of state laws.® Congress, nevertheless, pro- 
vided that the changed basis be applicable, as 
heretofore noted, to all wages for services performed 
after the beginning of 1939. 





$3,000 Limitation 


The unemployment tax for the calendar year 1939 
(tax return therefor due in 1940) will be based on 
the total wages paid with respect to covered employ- 
ment.2° Beginning with the calendar year 1940 (tax 
returns due in 1941 and thereafter), the taxable pay- 
roll for the unemployment tax will include only the 
first $3,000 paid to an employee and thus will corre- 
spond to the taxable payroll for old-age insurance 
taxes." It has been estimated that employers will 
save $65,000,000 annually by reason of this limitation.” 
These savings will be effected only if the taxable pay- 
rolls under state laws correspond to the federal pro- 
visions. In this connection, it should be noted that 
many state legislatures are not scheduled to convene 
during 1940, unless special sessions are called. At the 
present time, independent of the federal unemploy- 
ment tax provisions, New York,” Michigan ™ and 
South Carolina’ provide for the $3,000 limitation. 
California,’® Florida,’? Ohio,’* Oregon,’® South Da- 
kota 2° and Washington," in their 1939 legislative ses- 
sions, anticipating a change in the basis under the 
federal unemployment tax, provided that the $3,C00 










® Hearings relative to the Social Security Act Amendments of 
1939 before House Committee on Ways and Means, 76th Congress, 
First Session, pp. 66, 11. 


” Sec, 1600, I. R. C.; Sec. 608, S. S. A. A. 


11 Sec. 1607 (b) (1), I. R. C.; Sec. 614,S. S. A. A 

122 76th Congress, First Session, Senate Report No. 734, p. 2 

1 Sec. 502 (6)-a, New York Unemployment Insurance Law. 

* Sec. 44 (2), Michigan Unemployment Compensation Act. 

'8 Sec. 19 (m), South Carolina Unemployment Compensation Law 
(1939 amendment). 

1 Sec. 11 (c) (1), California Unemployment Insurance Act. 

% Sec. 3, M (1), Florida Unemployment Compensation Law. 

'§ Sec. 1345-1 (e), Ohio Unemployment Compensation Law. 

’ Sec. 2 (i), Oregon Unemployment Compensation Law. 

* Sec. 17.0802 (13) (b), South Dakota Unemployment Compensa- 
tion Law. 

2t Sec. 19 (m), Washington Unemployment Compensation Act. 

2 Hearings, House Committee, cited, p. 10.—Since the enactment 
of the Social Security Act Amendments, Massachusetts and Wiscon- 
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limitation should be applicable to taxable payrolls 
under their state laws, if the federal tax was so 
amended. It is anticipated that all states will ulti- 
mately conform to the Federal Unemployment Tax 
Act in this respect.”* 

Credit for the change in the federal basis is, in some 
measure, due to the pioneering efforts of Michigan 
and New York, especially, in refusing steadfastly to 
tax remuneration in excess of $3,000 to an employee, 
Although employers’ record-keeping and reporting to 
administrative authorities will be considerably simpli- 
fied by the $3,000 limitation, it seems reasonable to 
assume that the motivating reason for the change was 
the desire to reduce the tax liability of employers. Ii 
uniformity and simplicity were the prime considera 
tion, the old-age tax could have been amended to 
conform to the unemployment tax provisions, but this 
would have increased the tax liability of employers. 
It is significant that the Social Security Board recom- 
mended that, in the interests of uniformity, “the fed- 
eral payroll tax in connection with unemployment 
compensation be limited to the first $3,000 of annual 


wages, if that maximum is retained in the old-age insur- 
ance tax provisions.” ? 


Credits against Tax—Time Limitation for 
Payment of State Contributions 


The Social Security Act Amendments liberalize to 
a considerable extent the provisions relating to the 
allowance of credit for state contributions against the 
federal unemployment tax. Prior to the 1939 amend- 
ments, credit was allowable only for contributions 
(with respect to the taxable year) paid to the state 
before the due date of the federal return. The amended 
provisions ** of the federal tax now permit, for the 
calendar year 1939 and thereafter, full credit for con- 
tributions paid on (as well as before) the due date of 
the federal return. As heretofore, the total credit 
allowed an employer may not exceed 90% of the 
federal tax.2> But, whereas, heretofore employers who 
failed to pay their state contributions before the due 
date of the federal return (January 31 or the extended 
due date granted) ** were not allowed any credit for 
such contributions,”* the amended law now permits a 
credit for state contributions paid after the due date 
of the federal return but before the following July 1; 
this credit, however, cannot exceed 81% ** of the 
federal tax.”® 





sin have amended their laws to provide that the employer's contribu- 
tion, beginning with the calendar year 1940, will be based on the 
first $3,000 paid to each employee (Sec. 1(n), Massachusetts Un- 
employment Compensation Law; Sec. 108.02 (8), Wisconsin Un- 
employment Reserves and Compensation Act). The $3,000 limita- 
tion, contingent on a corresponding federal tax base, will also 
become applicable (effective January 1, 1940) to Arkansas, New 
Jersey and Vermont (Sec. 7(d), Arkansas Unemployment Compensa- 
tion Law; Sec. 43:21-7(b), New Jersey Unemployment Compensation 
Law; Sec. 21(b), Vermont Unemployment Compensation Law). 

*3 Hearings, House Committee, cited, p. 11. 

*4 Sec. 1601 (a) (3), I. R. C.; Sec. 609, S. S. A. A. 

*'Sec. 1601 (c), I. R..C.; See. 609, S. S. A. A. 

*6 Sec. 1604, I. R. C. 

** Under Section 810 of the Revenue Act of 1938, employers were 
allowed credit against the tax for 1936 for contributions paid before 
July 27, 1938. 

90% of the credit which would have been allowable if the state 
contributions had been paid on or before the due date. 

Sec. 1601 (a) (3), I. R. C.; Sec. 609, S. S. A. A. 
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The application of these “credit” provisions may be 
clarified by considering a hypothetical case. Assume 
that an employer’s taxable payroll (for state and fed- 
eral unemployment taxes) is $10,000, and that the 
state contribution rate is 2.7%. If the state contri- 
bution ($270) were paid on or before the due date of 
the federal return, the taxpayer would receive credit 
therefor against the gross federal tax of $300 (3% of 
$10,000) so that his net federal tax would 
be $30. If, however, the taxpayer made 
payment of the state contribution after the 
due date but before the following July 1, 
his credit (under the amended law) would 
be 81% of $300 (federal tax), or $243,°° and 
his net federal tax would be $57. Thus, the 
late payment of the state contribution re- 
sults in an additional tax of $27 (namely, 
9% of the gross federal tax), plus interest 
and penalties. But if the liberalizing pro- 
vision (giving employers more time within 
which to pay state contributions and secure 
credit therefor against the federal tax) had 
been adopted, the employer would have re- 
ceived no credit at all for the late payment 
of the state contribution and would have been obliged 
to pay a federal tax of $300—instead of $57 (namely, 
a saving of the 81% credit). 

Where an employer is unable to pay state contribu- 
tions before February 1, he may nevertheless obtain 
the benefit of the 90% federal credit by securing an 
extension of time for filing the federal return and thus 
deferring the “due date” of the federal return. Under 
the new provisions,*? an extension of time for filing 
the federal return may be granted for not more than 
90 days (prior to amendment, extensions could not 
exceed 60 days). If the maximum extension were 
granted, the maximum (90%) credit would still be 
available for state contributions paid on or before 
May 1 (April 30 in leap years). 

Where the federal unemployment tax is timely paid 
and thereafter state contributions (with respect to the 
same taxable year) are paid after the due date of the 
federal return but prior to the following July 1, the 
taxpayer will be entitled to a refund of the amount 
(81% of the federal tax) allowable as credit.*? 

The Congressional Committees were not unmindful 
that extended liberalization of the conditions under 
which the federal credit would be allowable might 
undermine the state unemployment compensation 
systems. The credit provisions were doubtless de- 
signed, among other objectives, as a reward to encour- 
age prompt payment into the unemployment funds 
established by the states. It was felt, however, that 
the liberalized provisions, while granting taxpayers 
substantial relief, did not imperil the “orderly func- 
tioning of the system.” * 

June 30, it will be noted, becomes now the deadline 
for credit allowance, for no credit is allowable for 


—— 


'90°% of $270.00, the credit allowable if contributions were paid 
on or before the due date. 

''Sec.. 1604 (b), I. R. C.; Sec. 612, S. S. A. A. 

2 Sec. 1601 (a) (5), 1. R. C.; See. 609, S. S. A. A. 
76th Congress, First Session, Senate Report No. 734, p. 77; 
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state contributions paid after that date except in cer- 
tain cases hereafter discussed. 

If the assets of the taxpayer are in the custody or 
control of a court at any time during the period 
beginning with the due date of the federal return and 
ending with the succeeding June 30 (both dates in- 
clusive), the maximum credit is allowable whenever 
the state contributions are paid.** 


“CA ithough the fundamental federal- 


state pattern with respect to unemployment compensation has 
been altered in no way, nearly every significant aspect of the 
unemployment tax has been affected by the Social Security 
Act Amendments of 1939: tax basis, credit allowance, taxable 
wages, covered employment, and exempted employment. The 
Federal Unemployment Tax Act is new—in name and content.” 


Services Allocated to Wrong State 


The problem of determining the proper state to 
which contributions should be paid with respect to 
various employment arrangements (such as services 
performed in more than one state; employment in a 
state other than the residence of the employee, etc.) 
has proved baffling to many employers. Often con- 
tributions are timely paid to one state in error. 
Thereafter, upon proper determination, a second con- 
tribution must be made to the proper state. The 
employer, prior to the 1939 amendments, was not per- 
mitted credit for the timely contribution to the wrong 
state, nor was he allowed credit for the late payment 
to the proper state. Under the amended provisions 
applicable to the taxable year 1939 and thereafter, 
the payment into the proper fund will (for purposes 
of credit against the federal tax) be deemed to have 
been made at the time of the erroneous payment.*’ 
Where, as in the situation here discussed, the erro- 
neous payment was timely made, the maximum credit 
will be allowed and no loss sustained by the taxpayer. 
If, under the law of the wrong state, the taxpayer’s 
employment experience did not require him to pay 
(or he was entitled to cease paying) contributions for 
services subject to that law and the taxpayer accord- 
ingly paid no contributions with respect to the serv- 
ices involved, the payment to the proper state will 
be treated (for purposes of credit against the tax for 
1939 and thereafter) as having been made on the date 
on which the federal tax return was actually filed and 
consequently allowable as a credit.*® ‘To illustrate: 
A Delaware corporation employs E, a resident of 
Indiana, who performs services in Indiana, Kentucky 
and Kansas. The employer erroneously regards E’s 

(Continued on page 606) 


House Report, No. 728, p. 64. 
34 Sec. 1601 (a) (3), I. R. C.; Sec. 609, S. S. A. A. 
% Sec. 1601 (a) (4), I. R. C.; Sec. 609, S. S. A. A. 
“ See footnote 35. 






























































































































































































































































of Taxation 


By WALTER A. COOPER* 


URING the past few years public interest in the 

subject of taxation has been aroused, partly as 
the result of publicity given to statements and 
reports of business and research organizations and 
partly because the man on the street has felt some 
of the burden through sales taxes or increased prices, 
particularly when processing taxes were being levied. 
Having become conscious of the burden of the more 
direct taxes, people generally have listened more at- 
tentively and understandingly to discussions about 
indirect taxes. 

This quickening of interest has led those seeking 
the goodwill or support of the public to make more 
and longer statements on the subject but discussion 
and thought thereon have dealt too much with money 
and not enough with fundamentals. Thus, our Presi- 
dent spoke of putting money in 
consumers, as though that created wealth, and in dis- 
cussing the source of taxes he referred to corporations 
as a most important source and as though they were 
something apart from the people—like trees from 
which taxes could be plucked almost at will. Though 
corporations may be separate in legal concept, corpo- 
rations are the people—capital and labor. 


It is time, therefore, to call to mind some economic 
fundamentals that work in spite of what may be done 
by our legislators. Though I will have to refer, from 
time to time, to political matters, that follows neces- 
sarily in dealing with legislation and its effect. The 
views expressed, however, are based entirely on ac- 
counting and economic considerations—not politics. 


Money is not real wealth—it is merely a measure of 
relative values and a medium of exchange. The 
wealth and income of a people are the physical goods 
they own and create., Sometimes, true income is 
defined as the goods and services we produce but I 
prefer to exclude services because, primarily, they 
are important only to the extent that they help to 
increase the production of physical or tangible goods. 


* Certified Public Accountant, New York, 
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Excluding a few idlers-by-choice, we all are, or de- 
sire to be if unemployed, engaged in one of three 
activities : 

(1) Producing things—as the farmer, miner or fisherman 


(2) Converting the things produced by the first group into 
more useful forms—as the baker, the factory worker, 
etc. 


(3) Rendering service which has as its principal purpose 
the aiding of those engaged in producing or converting 
to increase output per labor hour. 

Accountants, for example, are engaged in the third 
activity. Without accounting service, the mass pro- 
duction of corporate enterprise would be impossible 
and we would produce less tangible goods. Cost ac- 
counting makes possible a development of efficiency 
in conversion and increased production per man, 
which would otherwise be impossible. 

Transportation services, as another illustration, 
make possible a concentration of activity which re- 
sults in greater output for a given amount of labor 
effort or capital—such as the vast citrus groves of 
California or Florida, the large wheat farms of the 
grain belt, or the automobile factories of Michigan. 


Included in this third activity is the service of gov- 
ernment. Without it, our output of goods w ould be 


-lessened and, generally speaking, many services of 


eovernment can be rendered most efficiently by gov- 
ernment. Take policing as an illustration. If we all 
had to guard and protect our properties and families 
from the depredations of raiders, as did the pioneers, 
we would have less time available for production. 
Similarly education enables our young to become bet- 
ter producers when they reach that stage, but if we 
all had to educate our own children we would devote 
less effort to our chosen vocation. So government 
does that for us and by and large does it more eff- 
ciently than private agencies. 


There is, however, one material distinction between 
the service of government and other services which 
I describe generally as “commercial” services. In the 
commercial field the producer or creator voluntarily 
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shares his output with those rendering commercial 
services because the need for and value thereof are 
recognized, but when that need or value ceases to 
exist, the services are not required to be performed 
and the sharing of the producer and creator ceases. 
So when a transportation service, for example, ceases 
to be helpful in increasing production or conversion, 
the operator of the service has no freight to carry, 
receives no share of the output of the producers and 
converters, and the transportation agency soon ceases 
to exist. 

Not so with government service, however. We have 
not the right to contribute to the government service 
only as we value its accomplishments, but are required 
to contribute through the medium of taxation, whether 
we think the service is worth the price we pay or 
otherwise. While, in theory, we know that the service 
of government is answerable to the electorate, we 
know that in practice that answer may be long de- 
ferred, and sometimes requires a drastic upheaval as 
it did in this country in the eighteenth century. 

Income being the goods which we as a nation pro- 
duce, taxation is, fundamentally, an enforced sharing 
of those goods with those who work at or for, and per- 
haps I should say on, government. To a limited 
extent, accumulated goods in the form of capital may 
be used to supplement current production, but as we 
consume capital we have less with which to work in 
the future so we cannot go very far in that respect. 

So let us be not confused by money or money terms. 
Regardless of the manner in which taxes are levied, 
they come out of current production of goods and, 
as government takes more, or a greater proportion, 
others have less. For statistical purposes we must 
reduce production of tangible goods to the 
common denominator of dollars. When we 
analyze such statistics, we find that in 1938 
of a total income of 64 billion dollars,? which 
includes much duplication (as the value of 
service income is included in the figure), 
government took, according to a study of 
the Brookings Institution, an estimated 1414 
billion, or 22.8%. If it were possible to reduce 
these figures to a measure of physical goods 
only, eliminating service income, it would 
be found that government took a greater 
proportion of real income. Who pays those 
taxes? The Treasury Department’s statis- 
tics of income show that for 1936 (the latest 
year available but comparable) the aggre- 
gate net taxable income of all individuals 
reporting net income of $25,000 or over, 
representing about 60,000 tax returns, was only about 
$3,300,000. The same group also received approxi- 
mately $170,000,000 of tax-exempt income. 

Even if the full excess of net income, taxable and 
exempt, over $25,000, of that group aggregating 2 bil- 
lion dollars were to be confiscated for government 
use, the remaining 1938 tax burden of about 12™% bil- 
lion would exceed the aggregate estimated tax collec- 
tions (federal and state) of any one prior year. Those 
figures speak for themselves. The burden must be 
carried principally by the average worker. A terrific 


Department of Commerce, 
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load must be carried by those who create or produce, 
and it is justified only if government service results 
in proportionately greater production. 

When people willingly share their production with 
government in recognition of benefits received, no dif- 
ficulties arise. When that condition changes, many things 
may happen and, eventually, something always does. 

The form of the resistance to oppressive taxation 
may be the passive resistance of Mahatma Gandhi, the 
so-called sit-down strike of capital such as we are now 
experiencing, or open rebellion. Whatever comes, 
however, must first be preceded by a realization of 
the burden that is imposed by government. 

In ancient times when taxation was direct, or labor 
was conscripted or enslaved, that understanding came 
quickly. In our complicated industrial world where 
many tax collections are indirect, more time is re- 
quired. I believe that our people are today more con- 
scious than ever before, except perhaps just prior to 
the Boston Tea Party, of the burdens imposed, though 
a better understanding of the particular causes and 
the effect on each individual may be required. 


We suffer today not only from burdensome taxa- 
tion but also from unsound methods of exacting the 
toll and a use of the toll, when collected, that also 
tend to lessen production. 


Of these three phases of the problem: 


(1) The amount of the burden of taxation 
(2) The manner of collecting it, and 
(3) The use to which it is put, 


I shall devote the remainder of my space to a discus- 
sion of the second phase. I do so because I believe 


that its bad effects can, under present conditions, be 
corrected more readily. 


“COhe capital gains tax has proved 
to be a deterrent to normal business activity. It produces 
little or no income to offset the tremendous cost of retarded 
business, which in turn results in a greater cost for government 
relief, in one form or another, to those who would otherwise 
be working at commercial activities, as well as a lessening of 


ordinary income tax receipts because there is less income to tax.” 


When the levy is concentrated heavily on the “bot- 
tleneck,” represented by a small percentage of individ- 
uals ordinarily responsible for a substantial flow of 
business activity, resistance against it becomes more 
effective. The “bottle” may be easily corked and the 
flow reduced or, perhaps, stopped entirely. 

What particular features of our tax laws cause these 
difficulties? They are principally: 

(1) High personal income taxes 

(2) Capital gains taxes 

(3) High estate taxes 

How are they harmful? Generally speaking, tax- 
ation is detrimental when it tends to retard business 
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activity and production rather than to increase them. 
We must first recognize that before labor can be en- 
gaged to produce or convert, someone (personal or 
corporate) must hire them to work, and provide the 
necessary equipment with which to operate and the 
medium of exchange or pay with which to buy the 
necessities of life until, if ever, the product is sold and 
payment received. Those w ho have the wherewithal 
and abilities to do that will risk their accumulated 
capital or their services, only if there is a reasonable 
expectation that it will yield a return commensurate 
with the risk or strain involved. When taxes inter- 
vene to take part of that return, they must be con- 
sidered; and when a gross business return is reduced 
by 50% to 80% through taxation, the remainder may 
not, and often does not, justify the risk and effort. 


High Personal Income Taxes 


With high rates of tax on personal income, or more 
exactly, income that is left after many other tax levies 
of one kind or another, it is only natural that capital 
should refuse to undertake risks for little or no return, 
for once lost it would be exceedingly difficult to regain 
under existing tax laws. If labor were to be told that 
of its last day’s pay in each week the government 
would take 80%, what is it likely to do? Quit work— 
and that is what capital is doing. Furthermore, when 
risk or equity capital will not venture forth, capital 
which cannot be so riskily employed—such as bank 
deposits, insurance and trust funds, etc.—likewise re- 
mains idle. Also, those having equity capital in- 
vestments hesitate to expand operations by seeking 
the borrowed use of non-risk capital because so much 
of any gain that may result from its use would go to 
the tax collector, that repayment without subsequent 
retraction of operations seems unlikely and, mean- 
while, all the risks of failure must be assumed. So we 
find our institutions with more than normal resources 
and not enough sound borrowers, able or willing to 
use them. 


This has been referred to frequently as a capital 
“jam.” If we study economic or business cycles, we 
find that in the past the ready availability of capital 
at low interest rates was invariably followed by in- 
creased business activity. We have had such a state 
of affairs for several years past but increased produc- 
tion has not followed. Cheap capital is not being 
sought or put to work. Clearly, something is inter- 
fering with the normal trend. 


Accountants, through their practices, are brought 
into close contact with those who would prefer to 
actively employ capital, and I am sure that many of 
you know of cases, as I do, where capital is not 
employed merely because so little net return would 


result from its use. It is more prudent to keep it 
idle—but safe. 


Of course, no one factor alone is responsible for the 
present abnormality and it would be difficult, if not 
impossible, to say which is most important; but I am 
certain, from my own experiences, that in some cases 
high personal surtaxes are wholly, and in other cases 
partially, the cause of the non-employment of idle funds. 
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Capital Gains Taxes 


From past experience, we know that, as a general 
rule, new enterprises or expansions of operations are 
undertaken by those who have sufficient capital, o 
personal abilities to earn income, to permit them 
risk the employment of their capital in enterprises 
that may prove to be losing ventures. When such 
ventures are developed into stable operating busi- 
nesses, the investment in that business then becomes 
attractive to others who have less available capital 
or less ability to acquire wealth through services and 
who must, therefore, employ their accumulated funds 
in more stable operations. 

On other occasions, those not in position to assume 
the greater risk of equity capital are willing to make 
investments on some preferred basis where there is a 
backing of equity capital behind their preferred 
investment. 

We should normally experience a gradual turnover 
of investments. As those that were originally specu- 
lative become seasoned or stable, they are passed on 
to persons requiring that type of outlet for capital 
funds and the more speculative investor may then 
seek other fields wherein the greater prospective re- 
turn will be commensurate with the greater risks in- 
volved, which greater risk that type of investor is in 
position to assume. Much of our past industrial 
development has been brought about in that manner. 

Under the existing tax structure, however, many 
investments are frozen because the conversion of 
one type of investment to another will require 
the payment of the capital gains tax. Accountants 
are acquainted with many situations in which capital 
would have been moved or converted, were it not for 
the capital gains tax liabilities. When a conversion 
is contemplated, the balance remaining, after tax on 
the gain, must be proportionately more productive, to 
return the same income. If an increased rate of yield 
cannot be obtained with the same risk, or in propor- 
tion, the sale of the asset is not justified. So, often 
nothing happens. 


The capital gains tax is mentioned particularly be- 
cause it has proved to be a deterrent to normal busi- 
ness activity. It produces little or no income to offset 
the tremendous cost of retarded business, which in 
turn results in a greater cost for government relief, in 
one form or another, to those who should otherwise 
be working at commercial activities, as well as a less- 
ening of ordinary income tax receipts because there is 
less income to tax. 


A study of that subject, made some months ago on 
the basis of the then available government statistics, 
indicated that over a period of twenty years (1917- 
1936 inclusive) the net capital gains subjected to tax 
approximated less than 3% of the income that was 
available for taxation, and when the net capital gains 
aie compared with the income of the nation which 
has been estimated at sixty odd billion dollars, we 
find that the capital gain over the period of twenty 
years averaged under 1% of that national income, a 
relatively insignificant part of the total. 

Furthermore, most of the tax that was produced 
by capital gains was collected in the period from 1926 
to 1929 when we needed it least, and in recent years 


(Continued on page 609) 
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Anticipated shortages of 
certain materials and com- 
modities, by reason of the 

_ outbreak of war in Europe, 
are already in evidence in 
the markets. While for 
the present these indicators 
merely reflect expectations 
of increased exports, if these 
materialize they will be ac- 
companied by unusual busi- 
ness gains or “war profits.” 
Such profits have heretofore 
been made subject to special 
taxation. 


Even before the United 
States entered the World 
War, the Congress imposed 
special taxes upon profits 
derived from the sale of 
manufactured war materials, 
effective for the duration 
of the European war and 
one year thereafter, and also upon excess profits re- 
gardless of source from which the profits were de- 
rived. Two such taxes were enacted in 1916 despite 
a balanced federal budget, calling for expenditures of 
less than three-quarters of a billion dollars, and at 
a time when the national debt was only a billion and 
a quarter, and the national income nearly thirty-nine 
billions. 


Position Differs from 1914 


Although the present position of the United States, 
both nationally and internationally, is wholly differ- 
ent from that which existed in 1916, the broad prin- 
ciples of federal taxation have not materially changed. 
And if the industrial situation should repeat itself 
because of the present European war, it is not unlikely 
that the Federal Government will seek to avail itself 
of some form of war taxation for social as well as 
fiscal reasons. In fact, the tremendous expansion of 
the federal budget, the inordinately high rates of pres- 
ent taxes, and the steadily increasing national debt 
might all dictate the wisdom of tapping war profits if 
they materialize. At least a discussion of such taxes, 
with a view to considering the advisability of their 
eventual re-adoption, seems appropriate at this time. 


The munitions manufacturers’ tax, enacted Septem- 
ber 8, 1916, retroactive to January 1, 1916, was the 
first of the series of war-tax measures. This imposed 
an excise tax of 121%4 per cent upon net profits from 
the sale of munitions, or any parts intended for such 
use, manufactured in the United States. Such a tax, 





* This article first appeared in The New York Times of September 
10, 1939. We acknowledge with appreciation The Times’ courtesy 
In allowing us to present the article to our readers. Editor. 

** Secretary, The New York Times Company. 
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of course, would be ineffectual under our present neu- 
trality laws, since the shipment abroad of war mate- 
rials is now by law prohibited and forbidden by the 
President’s proclamation of September 5. The Vin- 
son Act of 1934 is a similar measure applicable to con- 
tractors or subcontractors constructing naval vessels 
and aircraft, or parts thereof, for domestic use. This 
act provides that any profit in excess of 10 per cent 
of a contract price of over $10,000 must be paid to 
the government. 


First Excess Profits Tax 


Growing out of the munitions tax was the first ex- 
cess profits tax, adopted March 3, 1917, effective from 
January 1, 1917, the announced purpose of which was 
“to provide increased revenue to defray the expenses 
of the increased appropriations for the army and 
navy and the extensions of fortifications, and for other 
purposes.” This provided for a levy of 8 per cent 
upon the net income of corporations and partnerships 
in excess of $5,000 and 8 per cent of the “actual capi- 
tal invested.” 


The measure did not become operative because on 
October 8, 1917, after the United States had entered 
the World War, another retroactive excess profits tax 
was adopted along similar lines but with higher rates 
and administratively more complex. Applicable to 
professions as well as to trades and businesses, the tax 
was imposed on individuals, partnerships and corpo- 
rations. Where invested capital was employed, the 
rates varied from 20 to 60 per cent after allowing from 
7 to 9 per cent of invested capital, according to pre- 
war earnings. Where no invested capital or only a 
nominal capital was employed, the rate of tax was a 
flat rate of 8 per cent. 


The severest rates were imposed in 1918, applicable 
only to corporations, under the War Profits Tax, 
which remained in effect only for the year except as 
to profits from government contracts. Under the 
War Excess Profits Tax measure an allowance was 
made for the average net income of the pre-war period 
(1911, 1912 and 1913), plus 10 per cent of new capital, 
with a specific credit of $3,000. The allowance under 
the Excess Profits Tax was 8 per cent of invested 
capital plus the specific credit. Of these measures the 
one which produced the greater amount of assessment 
determined the tax due. The war profits tax rate was 
80 per cent, and under the excess profits tax 30 and 
65 per cent. The Excess Profits Tax was retained 
during 1919, 1920 and 1921 at reduced rates. 


While the profits taxes produced more revenue than 
any other single tax measure in the period of its opera- 
tion—about 25 per cent of the total revenue—it did 
not seriously disturb business because of the allow- 
ances of equivalents of a normal return on invested 
capital and by reason of the relief provisions for those 


(Continued on page 614) 





































































































































































































































































































































































































































































































































































































































































































Taxation of Government Corporations 
Engaged in Business within the States 






Chauncey Depew usually 

started his after dinner 
speeches by asking all present 
to examine their programs, 
to carefully note the subject 
upon which.he was to speak, 
and to give that subject their 
best thought and considera- 
tion, and he then assured 
them that he would not make 
any further reference to it 
during the remainder of the 
evening. I cannot promise to 
ignore completely the topic as- 
signed to me, as undoubtedly I 
expect to say something about 
it. However, I trust you will 
pardon me if I occasionally 
broaden it by calling attention 
to the vanishing frontiers of 
the states, and suggest that as 
heads of the legal departments 
of our respective states, it is 
peculiarly our duty to oppose 
with all the vigor at our com- 
mand, the increasing tendency 
to concentrate all governmen- 
tal power in Washington, with 
the consequent destruction of 
that distinctive and important 
feature of the American con- 
stitutional form of govern- 
ment, which delegates the 
control of national affairs to 
the national government, and 
reserves the regulation of 
local. affairs to the respec- 
tive states and their people. 


I: IS said that the late 


The importance of the question of the right of the 
states to tax governmental corporations engaged in 
business in the respective states, arises from the fact 
that within recent years a large number of such cor- 
porations have been organized, and are now engaged 
in a variety of businesses which compete with similar 
The private enterprises are 
clearly subject to both state and federal taxation, and 
if governmental corporations are to be exempt from 
such taxation they will secure an unfair advan- 
tage over such private enterprises, and a further 
deterrent to the carrying on of private business will 


private enterprises. 


thus be created. 





* Address before the National Association of Attorneys General, 
Thirty-third Annual Meeting, San Francisco, July 11, 1939. 
* Attorney General, State of Maryland. 


By WILLIAM C. WALSH™ 


“There is no more reason for holding that the 
delegated powers of the Federal Government 
imply essential governmental activities, than 
there is in holding that the reserved powers of 
the States so imply. It is, of course, clear that 
certain activities of both are essentially gov- 
ernmental activities, but it seems equally 
clear that many activities of both are not so.” 





Hon. William C. Walsh 


Furthermore, if the states 
cannot tax such corporations, 
the states will be deprived of 
a legitimate source of reve- 
nue based on ordinary busi- 
ness transacted within their 
borders, and, to the extent 
that the exemption of gov- 
ernmental corporations from 
taxation deters private enter- 
prise from competing with 
such corporations, the reve- 
nue which the states would 
normally derive from such 
private enterprises will be 
further depleted. We seem 
to be faced with a situation 
in which the invasions of 
the National Government 
into what have hitherto been 
considered the fields of pri- 
vate business are constantly 
increasing, and with these 
invasions comes the claim that 
the governmental agencies 
engaged in them are exempt 
from taxation. When we 
recall the vast amount of taxes 
of one sort or another to 
which private business is sub- 
ject, it becomes obvious that, 
if this situation continues, 
the tax-exempt governmental 
corporations will soon have 
a monopoly in their various 
fields because private enter- 
prises which pay taxes will 
not be able to compete suc- 
cessfully with them. I do 


not wish to be considered an alarmist, but when one 
considers the evident opinion of some of those in high 
places in Washington that the government alone has 
the intelligence and ability necessary to administer to 
the wants of the American people, it becomes increas- 
ingly apparent that tax-exempt governmental corpo- 
rations furnish a real threat to the private American 
business enterprises which have made our country 
the greatest and most prosperous in the world. 

I do not propose to advocate a solution of the diff- 
culties which now surround this matter, but it oc- 
curred to me that it might be of some interest to call 


attention to a few of the decisions of the Supreme 


Court of the United States which deal with the ques 
tion of the right of the states to tax agencies of the 
Federal Government, to make some reference to the 
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general subject of inter-governmental taxation, and to 
discuss briefly the various views, theories and argu- 
ments advanced by the contending schools of thought 
on these matters. 

There is no express provision in the Constitution 
of the United States which prohibits a state from tax- 
ing the Federal Government, or vice versa. However, 
in the case of McCulloch v. Maryland,’ Chief Justice 
Marshall enunciated the doctrine of implied immunity, 
and the Supreme Court has been struggling with the 
application of this doctrine ever since. As you no 
doubt know, the McCulloch case involved the right of 
the State of Maryland to levy a special tax of 10% 
on notes issued by the Bank of the United States, 
which bank had established a branch in Maryland. 
The tax was clearly discriminatory because it did not 
apply to notes issued by banks chartered by the state, 
and the obvious purpose of the tax was to prohibit 
the operation of the bank’s branch in Maryland. 

The great Chief Justice held that the states had no 
power to tax an instrumentality of the Federal Gov- 
ernment, and that the Bank of the United States was 
such an instrumentality. However, it should be noted 
that the tax held invalid in the McCulloch case was 
grossly discriminatory, and that the Chief Justice 
clearly indicated at the close of his opinion that the 
doctrine of immunity was not without any limitation, 
because he said: 





















































“This opinion does not deprive the states of any resources 
which they originally possessed. It does not extend to a 
tax paid by the real property of the bank, in common with 
the other real property within the state, nor to a tax imposed 
on the interest which the citizens of Maryland may hold 
in this institution, in common with other property of the 
same description throughout the state.” 

Since that decision, the Supreme Court has made, 
among others, the following decisions on this and 
kindred questions. 

In Weston v. Charleston,? it was held that a tax on 
interest from government securities was invalid. On 
the other hand in Willcuts v. Bunn,’ it was held that 
profits derived from the sale of government bonds 
were taxable. 


In Panhandle Oil Company v. Mississippi,t and in 
Graves v. Texas Company,° state taxes on gasoline sold 
to the United States were held invalid. 

In James v. Dravo Contracting Company,® the appli- 
cation of the decisions in these two cases was limited 
to the facts in each case, and.the Court sustained an 
occupation tax imposed by the State of West Virginia 
on a contractor engaged in doing work for the United 
States, the tax being measured by the gross income 
of the contractor received from such work. 

In Alward v. Johnson,’ the Court sustained a state 
tax upon the gross receipts of an independent con- 
tractor carrying the mail. 

And in Metcalf v. Mitchell,’ the earnings of a con- 
tractor rendering services to a political subdivision of 
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the state were held to be subject to the federal in- 
come tax. 


It should be noted that by this last mentioned deci- 
sion, the Court refused to extend to earnings under 
contracts for labor the immunity granted interest 
received from government securities, and, in dis- 
cussing this case in the majority opinion rendered by 
him in the James v. Dravo Contracting Company case, 
supra, Chief Justice Hughes said: 

“While the Metcalf case was one of a federal tax, the 
reasoning and the practical criterion it adopts are clearly 
applicable to the case of a state tax upon earnings under 
a contract with the Federal Government.” 

In Helvering v. Mountain Producers Corporation,® it 
was held that a lessee under an oil and gas lease of 
state school lands was not entitled to immunity from 
federal taxation in respect of income derived from 
operations under the lease, and in this case the Court 
overruled its previous decisions in the case of Burnet 
v. Coronado Oil and Gas Company,’ which held that 
the Federal Government could not tax the income of 
a lessee of state lands, and in the case of Gillespie v. 
Oklahoma,'' which held that the state could not tax 
the net income received by a lessee of Indian lands. 


In Collector v. Day,'? the Court decided that the 
Federal Government could not impose a tax on the 
salary of a judicial officer of the state, and held that 
the implied immunity granted the Federal Govern- 
ment from state taxation in the McCulloch case was 
reciprocal, and thus prevented the Federal Govern- 
ment from taxing the states, their instrumentalities 
or officers. 


In Brush v. Commissioner of Internal Revenue, de- 
cided in March, 1937, the Court held that the salary 
paid an officer of a municipal water works was not 
subject to federal income tax, and it was stated that 
as long as our dual form of government endures, the 
states in their sphere are as independent of the gen- 
eral government as that government, within its 
sphere, is independent of the states. 


While in Helvering v. Gerhardt,'* decided in May, 
1938, the Court held that the salaries of employees 
of the Port of New York Authority were subject to 
federal income tax, and the decision in Brush v. Com- 
missioner of Internal Revenue was greatly limited, if 
not actually overruled. 


In Allen v. Regents of the University System of the 
State of Georgia,’® the Court held that the Federal 
Government had a right to impose a tax on admissions 
paid to witness athletic contests participated in by 
teams representing colleges maintained by the state, 
even though the expense of physical education and 
athletic programs at such colleges was largely defrayed 
from such admission charges. 

In South Carolina v. United States,® the Court up- 
held a federal tax on state liquor dispensaries estab- 
lished and maintained by the State of South Carolina, 
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and there was a similar holding in Ohio v. Helvering."’ 
In Helvering v. Powers,*® it was held that the sal- 
aries of the members of a Board of Trustees appointed 
by the State of Massachusetts to operate a street rail- 
way company’s property, were subject to federal in- 
come tax. 

The theory on which the decisions in the last four 
mentioned cases are based is thus stated in the case of 
Allen v. Regents of the University System, etc. of 
Georgia, supra. 









































“When a state embarks in a business whicli would normally 
be taxable, the fact that in so doing it is exercising a gov- 
ernmental power does not render the activity immune from 
federal taxation.” 

In Federal Land Bank v. Crosland,’® the Court held 
that a state recordation tax on mortgages given to a 
Federal Land Bank was invalid. The Federal Farm 
Loan Act of July 17, 1916, provided that first mort- 
gages executed by Federal Land Banks shall be 
deemed “instrumentalities of the government of the 
United States, and as such they and the income de- 
rived therefrom shall be exempt from federal, state, 
municipal and local taxation,” and in the course of 
the opinion by Mr. Justice Holmes, it was stated that 
the validity of this provision of the Act was not ques- 
tioned. On the authority of this case the Court of 
Appeals of Maryland recently held that the state could 
not impose a recordation tax on mortgages of the 
Home Owners’ Loan Corporation. 

In the Maryland case, certiorari has been granted 
by the Supreme Court of the United States, and the 
case will be heard at the October Term. 

In deciding that case the Court will, if it desires 
to do so, have an opportunity to again determine and 
define the right of the states to tax government cor- 
porations doing business in the states, but as the case 
is now pending before the Supreme Court I do not 
deem it proper to enter into a detailed discussion about 
it, though I trust it may be permissible to state some 
of the underlying principles which may govern the 
decision. 

The foregoing cases have been selected more or 
less at random, and many of them do not deal with 
the right of a state to tax a federal governmental cor- 
poration. But, they all involve in one way or another 
the general question of the reciprocal taxing powers 
of the State and Federal Governments as to each 
others’ agencies and officers, and they clearly show 
the absence of any certainty in the law governing the 
general problem. 

However, the decisions last spring in the cases of 
Graves v. O’Keefe,?° and State Tax Commission of Utah 
v. Van Cott,?* and the recent Act of Congress known 
as the Public Salary Tax Act of 1939, have clarified the 
question of the reciprocal powers of the Federal and 
State Governments to tax each others’ officers and 
employees. It had been held by the Supreme Court 
in Rogers v. Graves,”* that the salaries of officers and 
employees of instrumentalities of the Federal Gov- 
ernment were not subjéct to state income tax, but the 
O’Keefe and Van Cott cases overruled Rogers v. 
Graves, the first holding that the salary of an attorney 
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8 293 U. S. 214, 79 Law Ed. 291. 
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for the Home Owners’ Loan Corporation was subject 
to the New York State income tax, and the second 
holding that the salary of an attorney for the Recon- 
struction Finance Corporation and the Regional Agri- 
cultural Credit Corporation, was subject to the Utah 
income tax, unless such salary was exempted by cer- 
tain provisions of the income tax law of that state, 

Following these two decisions, Congress passed the 
Public Salary Tax Act of 1939, in which it is provided 
that the salary of federal officials, after December 31, 
1938, shall be subject to state income taxes, and after 
the same date the salaries of state officials are to be 
subject to the federal income tax. However, I do not 
think that the states should concede the right of Con- 
gress to determine whether the salaries of federal em- 
ployees shall be subject to state income taxes. In 
the O’Keefe and Van Cott decisions there was no Act 
of Congress which specifically prohibited the levying 
of state income taxes on the salaries of the federal 
employees involved in those cases, and the Seventy- 
sixth Congress has dealt fairly with the matter by 
providing that in the future both state and federal 
officials are to be subject to state and federal income 
taxes, but it is conceivable that some later Congress 
might attempt to prohibit state taxation of the income 
of federal employees, and certainly state officials 
should not concede that Congress has any such power. 
Nor, in my opinion, should we admit that Congress 
has the power to exempt governmental corporations 
from non-discriminating state taxation. In the Cros- 
land case above mentioned the Court relied largely on 
the tax exemption contained in the Act of Congress 
creating the Federal Land Banks, but the Court stated 
that the validity of this provision of the Act was not 
questioned. It seems to me to be dangerous to con- 
cede the validity of such provisions, and I trust the 
Supreme Court will establish some other criterion by 
which the taxability of federal agencies or instrumen- 
talities is to be determined. And in view of the in- 
creasing number of such agencies and their increased 
activity, it is vitally important that a sound rule be 
established regarding it. 

Generally speaking, the present Federal Govern- 
ment apparently takes the following position: 

(1) That since the Federal Government is a Gov- 
ernment of delegated powers, all of its activities 
within the Constitution are essential governmental 
activities, and hence cannot be taxed by the states. In 
other words the Government contends that its agencies 
have an absolute immunity from taxation as such. 

(2) That the doctrine of implied immunity is not 
“mechanically” reciprocal as between the states and 
the Federal Government, because the Federal Govern- 
ment has no representation in the State Government, 
while each state has its representatives in the Con- 
gress, and these representatives presumably can pro- 
tect the states against unfair or excessive taxation by 
the Federal Government. 

(3) That if federal agencies do not have an abso- 
lute immunity, Congress has the power to prohibit 
state taxation of such agencies. 

(Continued on page 604) 


* 83 Law Ed. 577 (Adv. Sheets). 
21 83 Law Ed. 588 (Adv. Sheets). 
22 299 U.S. 401. 
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ALLEGED SHIFTS IN 


HAT are “established principles of constitu- 

W tional law;’—“established,” according to 

Webster, meaning “settled, fixed firmly,” etc. 
This query is inspired by the able and controversial 
address of Hon. Frank J. Hogan, President of the 
American Bar Association at the recent convention 
in San Francisco. 

Article 1 of Section 10 of the Constitution, to men- 
tion only one of the fundamental provisions presumed 
to have become “established,” prohibiting a state 
from passing any “law impairing the obligation of 
contracts,” it was thought, was settled finally by the 
decisions in the Dartmouth College case, 4 Wheat. 
518, and in the case of The Charles River Bridge v. The 
Warren Bridge, et al., 11 Peters 420; and yet, in the 
U.S. Code Annotated, there are nearly 200 pages of 
annotations, cases set in nonpareil type, on the ques- 
tion of the violation of the obligation of contracts by 
states. In addition, during the past ten years, there 
have been several hundred cases decided on the same 
subject also published in the cumulative annual pocket 
parts of the United States Code Annotated. 


Is the fact that no state may pass a law impairing 
the obligation of a contract “established” so firmly in 
principle that the end has been reached, and that there 
will be no more cases on acts alleged to violate the 
obligation of a contract? The number of cases filed 
in the courts each year would seem to supply the 
answer. 


It should be noted that Chief Justice Robert B. 
Taney delivered the opinion of the court in The 
Charles River Bridge case, and that there were dis- 
senting opinions by Justice Story and Justice Thomp- 
son. There was also a dissenting opinion in the Dart- 
mouth College case. 


We can agree with President Hogan when he says 
that “there is nothing so important, so essential and 
so fine in our governmental system as a completely 
independent judicial department.” Also with his 
Statement that “the Constitution, itself, put judges 
in a separate class declaring that at stated times they 
shall receive for their services, compensation which 
shall not be diminished.” 


It was stated in Miles v. Graham, 268 U. S. 501, that 
“there is no power to tax a judge of a court of the 
United States on account of the salary prescribed for 
him by law.” 


It is respectfully contended that that is still the 
law notwithstanding that the former decision of 
Evans v. Gore, 253 U. S. 245, was disapproved in the 
“ of O'Malley v. W oodrough, Vol. 83, Adv. Op. 
p. 850. 


——_ 


* Attorney at Law, Washington, D. C. 
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The opinion in this latter 
case was by Mr. Justice 
Frankfurter, who stated: 


“By means of Sec, 22 of the 
Revenue Act of 1932, Congress 
sought to avoid, at least in part, 
the consequences of Evans vw. 
Gore, 253 U. S. 245, 64 L. Ed. 
887, 40 S. Ct. 550, 11 A. L. R. 
519. That case, decided on 
June 1, 1920, ruled for the first 
time that a provision requiring 
the compensation received by 
the judges of the United States 
to be included in the ‘gross in- 
come’ from which the net in- 
come is to be computed, although 
merely part of a taxing meas- 
ure of general, non-discrimina- 
tory application to all earners 
of incomes, is contrary to Article 
3, Sec. 1 of the Constitution 
which provides that the ‘Com- 
pensation’ of the ‘Judges shall 
not be diminished during their 
Continuance in Office.’” 


The real question before 
the Court was whether Congress exceeded its consti- 
tutional power in providing in the Revenue Act of 
1932, that United States judges appointed after the 
date that that Act became effective shall enjoy immu- 
nity from the incidents of taxation to which everyone 
else within the defined classes of income are subjected. 


The Court said: 


“To subject them to a general tax is merely to recognize 
that judges are also citizens, and that their particular function 
in government does not generate an immunity from sharing 
with their fellow citizens the material burden of the govern- 
ment whose Constitution and laws they are charged with 
administering.” 


The 1932 Act provided: 

“In the case of Presidents of the United States and Judges 
of Courts of the United States taking office after June 6, 1932, 
compensation received as such shall be included in gross 
income; and all Acts fixing the compensation of Presidents 
and Judges are hereby amended accordingly.” 


Mr. Justice Frankfurter quoted from the letter of 
Chief Justice Taney to Secretary Chase, written in 
February, 1863, and found in 157 U. S. 701, 39 L. Ed. 
1155. The pertinent part of the letter reads as follows: 

E I should not have troubled you with this letter if 
there was any mode by which the question could be decided 
in a judicial proceeding. But all of the judges of the courts 
of the United States have an interest in the question, and 
could not therefore with propriety undertake to hear and 
decide it.” 

It should be noted that Mr. Justice Frankfurter, 
Mr. Justice Black, Mr. Justice Reed and Mr. Justice 
Douglas all come under the prohibition mentioned in 
Chief Justice Taney’s letter, each having “an interest 
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in the question, and could not therefore with pro- 
priety undertake to hear and decide it.” 


Each one of the above-named justices took office 
after the effective date of the Revenue Act of 1932 
and the salary of each was accordingly diminished by 
the amount of income tax imposed in each case. 

Selfishness would have inspired a five-to-four deci- 
sion voiding that section of the 1932 Act. 


It speaks well for the Court’s conception of justice 
when four justices, directly affected by the Act of 
Congress, as stated in the Revenue Act of 1932, voted 
with the majority. There was a dissenting opinion 
by Mr. Justice Butler; Mr. Justice McReynolds did 
not hear the argument and took no part in its 
consideration. 


Did the decision in McCulloch v. Maryland, 4 Wheat. 
316, decide that no State Government might levy a 
non-discriminatory tax on the salaries of federal em- 
ployees? It is respectfully contended that it did not. 


The General Assembly of Maryland, in February, 
1818, passed an Act entitled “An Act to Impose a Tax 
on All Banks or Branches Thereof in the State of 
Maryland Not Chartered by the Legislature.” That 
certainly discriminated against the Federal Bank and 
in favor of the State Bank. 


Daniel Webster, who argued the case for the plain- 
tiff in error, said: 

“An unlimited power to tax involves, necessarily, a power 
to destroy; because there is a limit beyond which no institu- 
tion and no property can bear taxation. A question of con- 
stitutional power can hardly be made to depend on a ques- 
tion of more or less. If the states may tax, they have no 
limit but their discretion; and the bank, therefore, must de- 
pend on the discretion of the State Governments for its 
existence. This consequence is inevitable. The object in 
laying this tax may have been revenue to the state. In the 
next case, the object may be to expel the bank from the 
state; but how is this object to be ascertained, or who is to 
judge of the motives of legislative acts?” 

It should be noted that Danied Webster, in his 
argument, used the phrase “unlimited power to tax.” 
In the opinion by Chief Justice Marshall, this appears 
as “the power to tax involves the power to destroy.’ 
The phrase originated with Webster and the Chief 
Justice in his decision left out the word “unlimited.” 
This phrase attributed to Marshall will be found in 
many decisions of the Supreme Court since misquoted 
as “the power to tax is the power to destroy.’ 


The Court, through Chief Justice Marshall, found 
that the State Government had no right to tax any 
of the constitutional means employed by the Govern- 
ment of the Union to execute its constitutional pow- 
ers; but that principle, said the Court, does not extend 
to a tax paid by the real property of the Bank of the 
United States in common with the other real prop 
erty in a particular state, nor to a tax imposed on 
a proprietary interest which the citizens of that state 
may hold in this institution in common with other 
property. (Note carefully the last phrase.) 

The Court finally held that the tax was on the 
operations of the bank and, therefore, was a tax on 
the operations of an instrument employed by the Gov- 
ernment of the Union to carry its powers into execution. 


It should be borne in mind that the case of A/cCul- 
loch v. Maryland was decided in 1818, nearly 100 years 
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before the passage of the Sixteenth Amendment im- 
posing a tax on income “from whatever source derived.” 


Less than five years after this momentous decision, 
the Court was again called upon to decide whether a 
tax imposed by a law of any state on stock issued for 
loans made to the United States was valid. In Weston 
v. City Council of Charleston, 2 Peters 449, the opinion 
was also by Chief Justice Marshall who held the Act 
unconstitutional. There was a dissenting opinion, 
however, by Justices Johnson and Thompson. 


In his opinion, the Chief Justice said: 


“No one [power] can be selected which is of more vital 
interest to the community than this of borrowing money on 
the credit of the United States. No power has been conferred 
by the American people on their government, the free and 
unburdened exercise of which more deeply affects every mem- 
ber of our Republic. In war, when the honor, the safety, the 
independence of the nation are to be defended, when all of 
its resources are to be strained to the utmost, credit must be 
brought in aid of taxation, and the abundant revenue of peace 
and prosperity must be anticipated to supply the exigencies, 
the urgent demands of the moment. The people, for objects 
the most important which can occur in the progress of nations, 
have empowered their government to make these anticipa- 
tions, ‘to borrow money on the credit of the United States.’ 
Can anything be more dangerous, or more injurious, than the 
admission of a principle which authorizes every state and 
every corporation in the Union which possesses the riglit of 
taxation, to burden the exercise of this power at their dis- 
cretion? 

“This subject was brought before the court in the case 
of McCulloch v. The State of Maryland (4 Wheat. 316) when 
it was thoroughly argued and deliberately considered. ‘The 
question decided in that case bears a near resemblance to 
that which is involved in this. It was discussed at the bar in 
all its relations, and examined by the court with its utmost 
attention. We will not repeat the reasoning which conducted 
us to the conclusion thus formed; but that conclusion was that 
‘all subjects over which the sovereign power of a state extends, 
are objects of taxation; but those over which it does not 
extend, are upon the soundest principles exempt from taxa- 
tion.” “The sovereignty of a state extends to everything which 
exists by its own authority, or is introduced by its permission; 
but not ‘to those means which are employed by Congress to 
carry into execution powers conferred on that body by the 
people of the United States.’ ‘The attempt to use’ the power 
of taxation ‘on the means employed by the government 
of the Union in pursuance of the Constitution, is itself an 
abuse, because it is the usurpation of a power which tlic 
people of a single state cannot give.’ 

“It is admitted by the counsel for the defendants, that the 
power to tax stock must affect the terms on which loans will 
be made; but this objection, it is said, has no more weiglit 
when urged against the application of an acknowledged power 
to government stock, than if urged against its application to 
lands sold by the United States. 

“The distinction is we think, apparent. When lands are 
sold, no connection remains between the purchaser and tlie 
government. The lands purchased become a part of the 
mass of property in the country with no implied exemption 
from common burdens. All lands are derived from the gen- 
eral or particular government, and all lands are subject to 
taxation. Lands sold are in the condition of money borrowed 
and repaid. Its liability to taxation in any form it may then 
assume is not questioned. The connection between tlie 
borrower and the lender is dissolved. It is no burden on 
loans, it is no impediment to the power of borrowing, that 
the money, when repaid, loses its exemption from taxation. 


3ut a tax upon debts due from the government, stands, we 


think, on very different principles from a tax on lands which 
the government has sold.” 
Note that the tax was not upon the income from 


the stock but was upon the stock itself—25 cents upon 
each $100 of value. 


In Daniel Dobbins v. The Commissioners of Erie 
County, 16 Peters 435, the Supreme Court was called 
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upon to decide whether a tax might be imposed on 
a captain of a United States revenue cutter on the 
Erie Station in Pennsylvania, the tax being on his 
office which was valued at $500. The taxes paid by 
the plaintiff amounted to $10.75 a year. A Mr. Pen- 
rose argued for the defendants. He claimed that Cap- 
tain Dobbins was a taxable person, a citizen of Erie 
County who enjoyed the privilege of a citizen and 
the protection of the State Government. It should 
be noted that the tax imposed in this case 
was not on the income or the salary of 
Captain Dobbins, but was on the office 
itself. It was argued that the principle laid 
down in McCulloch v. State of Maryland, 
4 Wheat. 448, and Osborn v. Bank of United 
States, 9 Wheat. 867 did not apply in this 
case. It was admitted by the defendants 
that a state cannot tax an instrument em- 
ployed by the Federal Government for the 
execution of its powers. For the defend- 
ants, it was further argued: 


“It cannot tax the mails. It cannot tax the 
mint. It cannot tax the patent rights. It cannot 
tax the judicial process. But this implied limita- 
tion on this high prerogative power of taxation 
is not pressed to extreme consequences, which 
would in fact destroy it; but stops with resist- 
ance of a direct repugnant enactment of the 
State; it is not carried one inch beyond this. 
Hence, a state may not tax a bank of the United 
States, but it may impose a tax on the citizens of such state 
holding stock in such bank, and fix the amount of the tax by 
express reference to the value of such stock. 

“So it may tax the real estate held by the bank within 
the state. 

“It cannot tax the mint which is the instrument, but it may 
tax the income of the superintendent, although that income 
may be made up in whole or in part by the salary of his office. 
Indeed, unless this be permitted, he might escape taxation; as 
any tax, if the argument be carried to an extreme, may affect 
that income. It may not tax the mail, but it may the post- 
master. It may not tax the patent rights, but it may be 
income of the patentee derived from the sale of patented 
articles. Such is the peddler’s tax or license. It may not 
tax judicial process, but it may the clerk who issues it. The 
iormer is an instrument for the public good, the income of 
the officer is his private emolument, with which the public has 
nothing to do. 

“A contractor, says Chief Justice Marshall, for supplying 
a military post with provisions, cannot be restrained from 
making purchases within any State, or from transporting 
them to any place at which the troops are stationed, nor 
could he be fined or taxed for doing so. But the property 
of the contractor may be taxed as the property of other 
citizens. (Osborn v. U. S. Bank, 9 Wheat. 867). That prop- 
erty may be the profits of his contract.” 


_ It should be noted in these early cases that the taxes 
imposed were not upon the income or upon the sal- 
aries of officials. In McCulloch v. Maryland, the tax 
Was a discriminatory tax imposed upon the operations 
ofa federal bank. In the case of Captain Daniel Dob- 
bins, the tax was on the office and not on the income 
or the salary. In the Weston case, the tax was upon 
the stock itself. 


Notwithstanding the clear and emphatic language 
of Chief Justice Marshall in these early cases, the 
Court, in Gillespie v. Oklahoma, 257 U. S. 501, held 
that a state may not impose a tax upon the net income 
derived by a lessee of restricted Creek Osage Indian 
land from sales of oil and gas received under his leases. 
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The decision was handed down on January 30, 1922. 
Mr. Justice Holmes delivered the opinion of the 
Court. It should be noted that Justices Pitney, Bran- 
deis and Clark dissented. 


Who will say that the Court was in error in over- 
ruling the Gillespie case in Helvering v. Mountain Pro- 


ducer’s Corporation, 303 U. S. 376? Chief Justice 
Hughes wrote the opinion of the Court. Burnet v. 


“Surely the Constitution contains no imperative mandate 
that public employees—or others—drawing equal salaries (in- 
comes) should be divided into taxpaying and non-taxpaying 
groups. Ordinarily such a result is discrimination. Uniform 
taxation upon those equally able to bear their fair shares of 
the burdens of government is the objective of every govern- 
ment. The language of the Sixteenth Amendment empower- 
ing Congress to ‘collect taxes on incomes from whatever source 
derived’—given its most obvious meaning—is broad enough 
to accomplish this purpose.”— Associate Justice Black con- 
curring in Helvering v. Gerhardt. 


Coronado Oil and Gas Co., 285 U. S. 393, was also 


overruled. 
In the course of the opinion the Chief Justice said: 


“Immunity from nondiscriminatory taxation sought by a 
private person for his property or gains because he is engaged 
in operations under a government contract or lease cannot 
be supported by merely theoretical conceptions of interference 
with the functions of government, but regard must be had 
to substance and direct effects; and where it merely appears 
that one operating under a government contract or lease is 
subjected to a tax with respect to his profits on the same 
basis as others who are engaged in similar businesses, there is 
no sufficient ground for holding that the effect upon the 
government is other than indirect and remote.” 

It should be noted that there was a dissenting opin- 


ion in the case by Justices Butler and McReynolds. 


In the case of Brush v. Commissioner, 300 U. S. 351, 
the question was whether the operation of a municipal 
water plant was a state governmental function exempt 
from federal taxes on the salaries of officers and 
employees. 


The Board of Tax Appeals held that the salary re- 
ceived by the Chief Engineer was taxable. The Sec- 
ond Circuit, through Judge Chase, agreed. 


In the course of his opinion, Judge Chase pointed 
out that the supplying of water by the subdivision 
of the government of the City of New York was some- 
thing indispensable to the inhabitants of the city. 
He stated, however, that that did not mean that the 
city government must provide the people with water 
by creating a municipal subdivision of the government 
for that purpose. It was also necessary, he said, for 
the well-being of the people to purchase an adequate 
supply of proper food and clothing, yet no one would 
undertake to maintain that if the city government took 
over that business it would be engaged in an activity 
necessary to its existence as a government. 


(Continued on page 597) 
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()i SEPTEMBER 21, 1930, Dr. John Thompson 


Dorrance died. Had it not been for that fact 

double domicile in inheritance taxation might 
not have agitated the National Tax Association for a 
decade. Concededly, he was domiciled in New Jersey 
until November 14, 1925, five years before his death, 
was the owner of the stock of the Campbell Soup 
Company, which constituted the bulk of his estate, 
had his place of business at Camden, New Jersey, and 
was worth approximately one hundred fifteen million 
dollars. 

On November 14, 1925, he moved with his wife and 
children into a much more pretentious home which he 
had acquired in Pennsylvania, and lived there most 
of the time thereafter until his death, traveling daily 
to and from his office in New Jersey. 

He was very anxious, however, to retain his domi- 
cile in New Jersey. By claiming a residence in New 
Jersey he was able to effect a large annual saving in 
taxation and by his will he had made certain disposi- 
tions of property which were valid under New Jersey 
law, but which offended against the Pennsylvania law 
concerning perpetuities. He therefore hesitated to 
take up his residence in Pennsylvania until he had 
been advised by his attorney that retention of his 
New Jersey domicile was largely a matter of intention. 
He retained his home in New Jersey in which his 
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A History of the Efforts of the 
National Tax Association’s 
Committee on Double 


By 
W. H. H. Gentrv** 


Domicile 


mother and sister lived, but which was seldom occu 
pied by him and even less trequently by his wife and 
children. He rarely spent any time in his New Jersey 
home except on his return from vacations, when he 
would spend a few days there while the servants were 
getting the Pennsylvania home ready for occupancy. 
Following his removal to Pennsylvania, however, in 
the language of the Pennsylvania court, “he scrupu- 
lously endeavored to declare in formal documents and 
on many occasions that he was a resident of New 
Jersey.’ 

There is little dispute as to any of the facts except 
the ultimate fact (or conclusion of law) of domicile 
The executors filed his will for probate in New 
Jersey, claiming by their sworn statement that he was 
domiciled there, and secured an adjudication by the 
surrogate that he w as so domiciled, and a decree pro- 
bating the will. In a sworn statement to the Tax 
Commissioner they admitted and asserted that de- 
cedent was domiciled in New Jersey and an inheritance 
tax was assessed accordingly. Ancillary probate pro- 
ceedings were commenced in Pennsylvania and the 
Pennsylvania authorities made claim to an inheritance 
tax based on an estate including all of the decedent's 
intangibles, on the ground that at the time of his 
death he was domiciled in Pennsylvania. Thereupon, 
the New Jersey assessment was set aside for the pur- 
pose of taking further testimony and awaiting the out- 
come in Pennsylvania. 


In re Dorrance’s Estate 


On September 26, 1932, the Supreme Court of Penn- 
sylvania in In re Dorrance’s Estate, 163 Atl. 303, 
finally determined that decedent at the time of his 
death was domiciled in Pennsylvania, reversing the 
judgment of the trial court to the contrary. Inas- 
much as the basic principles of the law of domicile 
as applied by the Pennsylvania court in this matter 
are practically in their entirety universally accepted 
by the courts of the various states, the Federal Gov- 
ernment, and England, we will quote somewhat 
freely from the opinion. The Court says on page 304: 

“While in appeals on certiorari, this Court will not usually 
overrule findings of fact which have evidence to support 
them, nevertheless, we will review conclusions of law based 


upon undisputed facts. . . . The determination of dece- 
dent’s domicile in this appeal is a conclusion of law based 


* Paper prepared for the Tax Clinic of the American Bar Associa 
tion at San Francisco, July 11, 1939, at the request of the Chairman 
of the Committee on Federal Taxation, but due to unanticipated 
circumstances, not read. It is printed here at the suggestion of the 
Chairman, Mr. Morris. 

** Attorney at Law, 


Los Angeles; formerly Inheritance Tax At 


torney, State of California, Sacramento. 
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upon facts, most of which are undisputed. Furthermore, this 
case falls within the rule . that, when a finding of fact 
is simply a deduction from other facts reported by the tribunal 
under review, and the ultimate fact in question is purely the 
result of reasoning, we are competent to judge of its correct- 
ness and will draw our own conclusions from the facts as 
reported.” 


The law involved and the error of the lower court 
are stated on page 307 of the opinion as follows: 


“We come now to an examination of the law applicable 
in determining the domicile of decedent. The precise ques- 
tion is as follows: May expressions of a man to the effect 
that he desires to retain a domicile of choice in one state 
prevail over the intention to make a new home manifested 
by an actual removal to the new residence in another state, 
and accompanied by a manner of living which can leave no 
doubt that the new abode is the principal residence and estab- 
lishment, particularly where the wish to retain the old domicile 
is colored by the motive of regulating his affairs after death 
ina manner not permitted by the laws of the state removed to, 
and is also bound up with the purpose of avoiding payment 
of substantial taxes on personal property? We are of the 
opinion that such is not the law, and that John T. Dorrance 
was domiciled in Pennsylvania at the time of his death. 

“In holding that Dorrance was domiciled in New Jersey, the 
learned judge of the Court below based his decree on the 
legal proposition that, where a man has more than one 
residence, he may choose for his domicile whichever one of 
them he pleases. He further held that an existing domicile 
may be retained, although residence is given up entirely and 
a new residence taken up at a new place, simply because there 
was no intention to acquire a new domicile at the new place 
of residence.” 


On page 308 the Court gives its reason for not sup- 
porting the theory of the lower Court and quotes from 
various authorities as follows: 


“With a few scattered expressions to the contrary, the law 
is generally settled that, as regards the determination of 
domicile, a person’s expression of desire miay not supersede 
the effect of his conduct. ‘Apart from possible exceptions, 
aman can not retain a domicile in one place when he has 
moved to another, and intends to reside there for the rest 
of his life, by any wish, declaration, or intent inconsistent with 
the dominant facts of where he actually lives and what he 
actually means to do.’ National City Bank of New York v. 
Hotchkiss, 231 U. S. 50, ‘Every person must have a 
domicile somewhere and a man can not elect to make his 
home in one place for the general purposes of life, and in 
another place for the purposes of taxation.’ Feehan v. Tax 
Commissioner, 237 Mass. 169, 171, 129 N. E. 292, 293, . .. 
In Lord Halsbury’s The Laws of England, Vol. 6, p. 186, under 
the general topic of Domicile, it is stated: ‘If residence and 
the intention that it shall be permanent are both present, a 
domicile is acquired even in the face of express declarations 
of a desire to retain the old domicile.’ ” 


Following the foregoing discussion we find on 
page 309 this statement: 

“In holding that a domicile of choice may not be retained 
by intention alone, we do not mean to disturb the well- 
settled rule that absence from a place of legal residence for 
purposes of health or other unavoidable necessity, will not 
result in a loss of that domicile. . . . Nor do we mean that, 
where a man has two actual residences, either one of which 
might be his domicile, he is not free to choose between them.” 


This is followed on page 310 by the following criti- 
cism of the executors’ argument: 

“It is argued by appellees that, before a new domicile of 
choice can be acquired, there must be proof of the abandon- 
ment of the old. In our opinion, this contention is unsound, 
for the intention to make one’s home in a new place neces- 
sarily includes the abandonment of the former home.” 


Petition for writ of certiorari was denied by the 
United States Supreme Court on December 5, 1932 
“upon the ground that the federal question was not 
Properly presented to, and was not passed upon by, 
the Supreme Court of Pennsylvania,” and a rehearing 
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was denied February 13, 1933, and the executors were 
thus compelled to pay an inheritance tax of approxi- 
mately seventeen million dollars to the Pennsylvania 
authorities. 

The matter was then again taken up before the Tax 
Commissioner of New Jersey and the former tax 
assessment restored and the Prerogative Court of 
New Jersey on February 17, 1934 (Jn re Dorrance’s 
Estate, 170 Atl. 601) sustained the tax as so assessed. 

It was contended that the executors were estopped 
by their conduct in the matter “from claiming that 
Dr. Dorrance was not domiciled in New Jersey and 
the Court responded on page 602: “It may well be 
that this contention is sound.” However, after set- 
ting forth actions by the executors tending to warrant 
this contention, the Court continues: 

“In view of the publicity which has been accorded the 
litigation over this estate both in the courts of Pennsylvania 
and of New Jersey, and the public interest therein, this court 
has deemed it advisable to consider the main issue involved, 
to wit, the issue as to the actual domicile of the decedent.” 

In holding that domicile was in New Jersey the 
Court said on page 644 that the burden was upon the 
executors not only to show the change of “residence 
in fact” but that the change was made with the in- 
tention of abandoning the “domicile” in New Jersey 
and with the intention that the Pennsylvania home 
“should thereafter be his permanent home.” In this 
connection, the Court on page 606 says: 

“His intention to retain his residence in New Jersey is 
evidenced by many, many written statements and declara- 
tions, many of them in legal documents or instruments of 
various kinds, some of them under oath, and including his 
will—an instrument of particular importance, not only 
because of the nature and solemn character of such an instru- 
ment, but because of the particular and forceful nature of 
the expressions therein as to his residence.” 

It was held that he intended the Pennsylvania 
“home only as a temporary, not a permanent home; 
that he always intended to return to the permanent 
home at Cinnaminson.” 


Estate of Trowbridge 


Meanwhile, another litigation with an important 
bearing on the question involved was in progress in 
the New York courts in Estate of Trowbridge, 194 

E. 756. 


James A. Trowbridge died less than a year after 
Dr. Dorrance. The facts, as I understand them, are 
that he was formerly domiciled in New York, where 
he was engaged in business. He erected a pretentious 
home in the Connecticut hills a number of years be- 
fore his death and occupied it with his family there- 
after until his death. He maintained his business in 
New York until his death and went to his office daily. 
He also kept the New York home, but it was boarded 
up. He scrupulously continued until his death in all 
business documents to give his domicile as New York. 
He made his federal income tax returns as a resident 
of New York and registered and voted there. In other 
words, he did everything in his power to keep his 
domicile in New York except to live there. His will 
was filed for probate in New York and in order to 
avoid the situation in the Dorrance matter Connecti- 
cut secured permission to intervene in the probate 
proceeding in New York and obtain an adjudication 
of domicile binding on both states. This matter was 
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pending in the New York Court of Appeals when the 
National Tax Association held its annual conference 
in Boston in October, 1934. 

It was undoubtedly with these two matters in mind 
that the Association at that conference authorized its 
President to appoint a Committee on Double Domi- 
cile in Inheritance Taxation. That Committee has 
reported annually since and is still working on the 
problem. 

The Chairman of the Committee on Federal Tax- 
ation of the American Bar Association, in his letter 
assigning me the task of giving the history of the 
efforts of the Committee of the National Tax Associa- 
tion on Double Domicile in Inheritance Taxation, 
suggested “that the most interesting presentation 
upon the subject is that which treats with the diffi- 
culties of solution.” He adds: “If, in addition to 
such treatment, you could add one or two recommen- 
dations of your own for solution which are contro- 
versial in character, the interest of the occasion is sure 
to be added to.” 


I have deemed it advisable to go on somewhat at 
length into the actual facts in the Dorrance and 
Trowbridge matters, as I believe the more thoroughly 
we understand those facts the better we are prepared 
to deal with the whole matter. Therefore, I must 
necessarily treat very briefly the various solutions 
suggested by the National Tax Association Com- 
mittee, as each report of said Committee and its dis- 
cussion has consumed far more space than that allotted 
for this paper, and most of the suggested solutions 
have been abandoned by the Committee. 

The first report of said Committee in October, 1935, 
refers to the Dorrance and Trowbridge matters and 
says: “Your Committee, after anxious inquiry and 
study, is by no means certain that this problem is 
capable of a complete solution. Five alternative sug- 
gestions have been made: (1) Use the recent Federal 
Declaratory Judgment Act, by having the executor 
sue in a federal court, citing both states; (2) Ob- 
tain legislation by Congress, specifically authorizing 
federal courts to take jurisdiction of cases of threat- 
ened double domicile; (3) Have State A intervene in 
the courts of State B and submit itself to the jurisdic- 
tion of State B, so that one binding decision as to 
domicile may be had; (4) Obtain reciprocal legislation 
between the several states, providing for arbitration 
of such cases; (5) Obtain compacts between the sev- 
eral states to the same end.” 

No recommendation was made, but the report dis- 
cussed the procedure now necessary to get the ques- 
tion of domicile properly before the Supreme Court of 
the United States and adds what to me seems the most 
important statement in the report, as follows: 

“This procedure throws much responsibility upon the ex- 
ecutor and his attorneys, who should at the very outset 
carefully assemble all of the facts relating to domicile, and, 
after careful consideration, endeavor to reach a conclusion 
that will stick. When that is done, they should contest the 
tax claims of any state, other than the one which they select, 
and litigate the matter .. .” 

The Committee asked to be, and was, continued in 
existence. 

At the time of the Committee’s second report in 
October, 1936, two more estates having an important 
bearing on the question were pending, that of Robert 
H. Hunt, deceased, and that of Edward Howland 
Robinson Green, deceased. 





October, 1939 





The Hunt Case 


Robert H. Hunt had, years before his death, lived 
with his mother in Rhode Island. His mother died 
and he purchased a home in Massachusets, where he 
lived a number of years with two sisters. One of them 
died and to alleviate the loneliness and grief of the 
other he moved with her to California, where two 
other sisters lived, and purchased a home in which he 
lived with two sisters. One of said sisters died and 
he continued to live in said home with the other until 
his own death. Soon after moving to California he 
sold the home in Massachusetts and such furniture. 
etc., as he did not care to move to the California home, 
and for all the years thereafter until his death had 
no property in Massachusetts except securities in the 
bank named as executor of his will. 

Over all the years, however, he scrupulously main- 
tained that his domicile was in Massachusetts and 
upon his death his will was filed for probate there as 
that of a resident decedent. Ancillary probate pro- 
ceedings were commenced in California and the usual 
inquiry as to domicile was made by the Inheritance 
Tax Appraiser appointed by the probate court, a nec- 
essary step in every probate proceeding in California. 

3efore the Inheritance Tax Appraiser had filed his 
report, however, the executor in Massachusetts filed 
a bill in the United States District Court in Massa- 
chusetts under the new Federal Interpleader Act. 
He named as respondents tax officials in Massachusetts 
and California and required them to interplead the 
facts of decedent’s domicile and thus determine the 
state entitled to the inheritance tax on decedent’s in- 
tangibles, constituting the great bulk of his estate. 

The California officials moved to dismiss on the 
ground that the suit was in reality against the states 
and, therefore, forbidden by the Eleventh Amendment 
to the Federal Constitution. Complainant opposed 
the motion on the ground that the named officials were 
threatening unconstitutional action and, therefore, were 
not protected by their official characters but were being 
sued as individuals. 


The Green Case 


Edward Howland Robinson Green had formerly 
lived in Texas, looking after his mother’s interests 
there. These interests were sold and Green moved to 
New York, where he lived with his mother. After 
her death he moved into a very pretentious home in 
Massachusetts and he also had a home in Florida 
which he occupied part of the time. Over all the 
years, however, until his death he steadfastly main- 
tained that his domicile was in Texas. 

He carefully refrained from occupying the home in 
Massachusetts a full six months in any one calendar 
year on account of a local taxing statute and avoided 
taxes in both New York and Massachusetts on his 
sworn statement that he was a resident of Texas. For 
a short time after leaving Texas he rented a small 
room there in order to support his claim of residence. 

After his death the State of Texas asked permission 
to commence an original proceeding in the United 
States Supreme Court against the States of Florida, 
New York, and Massachusetts and other respondents 
to determine the state of decedent’s domicile. The 
petition was at first denied but was renewed with the 

(Continued on page 598) 
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Life Insurance Policies Payable to Named Beneficiaries 
EXEMPTION FROM THE FEDERAL ESTATE TAX 


By Bernard Epstein * 


HEN are the proceeds of life insurance policies 

W in excess of forty thousand dollars, payable to 

named beneficiaries, exempt from the federal 
estate tax? A perusal of Regulations 80 leads one to 
the conclusion that the test hinges upon whether or 
not the decedent at the time of his death possessed 
any legal incidents of ownership in the insurance pol- 
icies.1 If the decedent at death possessed any legal inci- 
dents of ownership, the proceeds in excess of the 
insurance exemption are includible in his gross estate (if 
decedent died subsequent to November 7, 1934).?_ If, 
however, no such rights are retained by the decedent 
at the time of his death, then the entire proceeds are 
wholly exempt from the federal estate tax (provided 
the policies were not assigned or beneficiaries irrev- 
ocably named in contemplation of, or intended to 
take effect at, or after, death).* 

The Regulations provide the same guide, irrespec- 
tive of whether the policies were issued before or 
aiter the Revenue Act of 1918—the first statute to 
include insurance to named beneficiaries.*| The pres- 
ent Regulations further make the question of who 
pays the premiums in this situation wholly irrelevant. 


Is the true criterion as simple as the Regulations 
lead one to believe? Is the retention or surrender of 
legal incidents of ownership the sole consideration, 
and is the source of the payments made on premiums 
wholly immaterial? In reliance upon the Regulations, 
numerous persons have surrendered all rights in life 
insurance policies with the expectation that the pro- 
ceeds would not be subject to any federal estate tax. 
Have they relinquished these interests in vain? 


If a recent decision of the Court of Claims of the 
United States, Bertha M. Bailey, et al., Exrs., Estate of 
Walter C. Bailey, Deceased v. United States,’ is upheld 
by the Supreme Court, then the Regulations have 
been wholly misleading. In that case the court held 
that the face amount of the policies (above the 
forty thousand dollars insurance exemption) was in- 
cludible in the gross estate, although at the time of 
his death, the decedent retained no legal incidents of 
ownership in the policies. The decedent, who died 
on May 26, 1933, had, between 1925 and 1929, taken 
out six policies of insurance on his life, in each of 
which his wife was the named beneficiary and in which 
he reserved the right to change the beneficiary. On 
July 20, 1932, the decedent made an assignment of 
the policies to his wife, establishing a change of bene- 


* Attorney at Law, Chicago. 
_| Articles 25 and 27, Regulations 80. The Regulations define legal 
Incidents of ownership to include: The right of the insured or his 
estate to its economic benefits, the power to change the beneficiary, 
to surrender or cancel the policy, to assign it, to revoke an assign- 
ment, to pledge it for a loan, or to obtain from the insurer a loan 
against the surrender value of the policy, etc. 

* Article 25, Regulations 80. 
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ficiary, making his wife and, upon her death, his son, 
the life owners. After this assignment, until his death, 
decedent did not possess any rights in these policies. 
The court held that since the policies were taken out 
and assigned by the insured at a time when the estate 
tax provisions of the Revenue Statute specifically 








Bernard Epstein 





provided, without exception, for the inclusion of the 
proceeds of such policies in the gross estate, and since 
the insured paid the premiums, the proceeds in excess 
of forty thousand dollars were includible in his gross 
estate for the purpose of the federal estate tax. There 
was no claim that the assignment was made in con- 





3G. C. M. 16932, XV-2 CB 299. 

4 Article 27, Regulations 80. 

5 Court of Claims, No. 43505, decided May 29, 1939, 27 Fed. Supp. 
617, 39-2 ustc § 9557. In Chase National Bank of New York, Exrs. v. 
United States (CCH Inheritance, Estate and Gift Tax Service, {| 8280) 
decided August 3, 1939, the District Court for the So. Dist. of 
New York refused to follow the Bailey case, basing its refusal on 
statutory construction. 




















































































































































































































































































































































































































































































































































































































































































templation of death, or that the insured retained any 
interest in the policies. His possible contingent in- 
terest in the event his wife and son pre-deceased him 
was ignored. Under the regulations in force at the 
time of decedent’s death, since no rights were retained, 
the insurance proceeds should have been wholly ex- 
empt,® which is also the rule under the present Regu- 
lations.’ 

Section 302(g) of the Revenue Act of 1926 in force 
at the time (which provision has been the law under 
previous acts since the adoption of the Revenue Act 
of 1918 and still is the law) reads as follows: 


“The value of the gross estate of the decedent shall 
be determined by including the value at the time of his death 
of all property, real or personal, tangible or intangible, 
wheresoever situated ... (g) to the extent of the amount 
receivable by the executor as insurance under policies taken 
out by the decedent upon his own life; and to the extent of 
the excess over $40,000 of the amount receivable by all other 
beneficiaries as insurance under policies taken out by the 
decedent upon his own life.” 


Section 302(h) of the Revenue Act provides: 


“Except as otherwise specifically provided therein, subdi- 
visions (b), (c), (d), (e), (f), and (g) of this section shall 
apply to the transfers, trusts, estates, interests, rights, powers 
and relinquishment of powers, as severally enumerated and 
described therein whether made, created, arising, existing, 


exercised or relinquished before or after the enactment of 
this Act.” 


Subdivision (h) specifically making subdivision (g) 
(dealing with insurance) retroactive, has been the 
law since the adoption of the Rev enue Act of 1924. 

The Court stated that as the statutory provisions 
mentioned above, including life insurance to named 
beneficiaries, were in force when the insured took 
out the policies and made the assignments, and since 
the insured continued to pay the premiums, that there 
was no constitutional necessity to read an exception 
into the statute eliminating these policies where the 
insured reserved no legal incidents of ownership. The 
Court mentioned that the decedent was upon notice, 
at the time he took out the policies and made the 
assignments, that the proceeds were by express pro- 
visions of law includible in his gross estate. The 
Court distinguished all cases where the policies were 
taken out by the decedent and the assignments in- 
volved were made, prior to the enactment of the 
provisions of the statute requiring the inclusion of 
insurance policies in the decedent’s gross estate. 

The Court admitted that Walker v. United States,8 
Helburn v. Ballard,? and Boswell et al. v. Commis- 
sioner,’® held contrary, but chose not to follow these 
decisions. 


The Bailey case, supra, also is contrary on its facts 
to the Court of Claims’ holding in Guettel et al. v. The 
United States * where the Court held a policy uncon- 
ditionally assigned by the decedent not includible in 
his estate. However, the latter case might be dis- 
tinguishable because the Court in arriving at its con- 
clusion, also relied on an erroneous holding that the 
language “all other beneficiaries” used in the statute 
did not include an assignee. 
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Is the Bailey decision, supra, correct and are the Regu- 
lations in need of revision? In attempting to deter- 
mine the present status of the law we must consider: 

(1) Constitutional limitations; and (2) Statutory 
provisions. 


Constitutional Limitations 


The theory of the Bailey case differs in its arg 
from the theory set forth in Chase National Bank v 
The United States.1* This case is regarded as a “whe 
ing case on the question of retention of legal incidents 
of ownership in insurance policies, and this decision 
probably prompted the Treasury Department on con- 
stitutional grounds to amend its regulations in 1930" 
so as to exclude insurance policies where the insured 
has retained no legal incidents of ownership. 

In the Chase National Bank case, supra, after the 
effective date of the Revenue Act of 1921; the insured 
procured three policies of insurance naming his wife 
as beneficiary, reserving the right to change the bene- 
ficiary and other rights. All premiums were paid by 
the insured. The Supreme Court held that there was 
no constitutional violation in including the proceeds 
of these policies in the insured’s gross estate for the 
purpose of imposing an estate tax under the Revenue 
Act of 1921. The validity of this tax was challenged 
on the grounds: (1) that it was a direct tax and 
therefore void because not apportioned, and (2) that 
the tax imposed bore such an unreasonable relation 
to the subject matter of the tax as to render it void. 

The Court overruled these contentions and empha- 
sized that the tax was not one imposed by the statutes 
upon the policies (as the Court of Claims had sug- 
gested in the questions certified to the Supreme Court) 
but that it was the transfer, which was a concomitant 
of the criteria laid down by the statute for i imposing 
the tax, which was the subject of the tax. Justice 
Stone, who delivered the opinion of the Court, made 
this statement: 


“Termination of the power of control at the time of death 
inures to the benefit of him who owns the property subject 
to the power and thus brings about, at death, the completion 
of that shifting of the economic benefits of property which 
is the real subject of the tax, just as effectively as would its 
exercise, which latter may be subjected to a privilege tax. 
Chandler v. Helsey, 205 U. S. 466... . / As it is the termination 
of the power of disposition of the policies by decedent at 
death which operates as an effective transfer and is sub- 
jected to the tax, there can be no objection to measuring 
the tax or fixing its rate by including in the gross estate the 
value of the policies at the time of death, together with all 
other interests of decedent transferred at his death.” 


By implication, this decision indicated that if nothing 
was shifted from the insured, there was no basis for 
the tax, and if the insured retained no legal incidents 
of ownership there would be nothing to shift and 
there would be no basis for including the proceeds 
in the gross estate. While in this case the insured 
paid the premiums, which was considered by the 
Court in its opinion, the emphasis of this decision is 
on this shifting of economic benefits rather than upon 
the source of the premiums paid. On the other hand, 












® Art. 27 of Reg. 70 as amended by T. D. 4296 on Aug. 6, 1930. See 
also I. T. 2553, IX-2 (B101). 
* Arts. 25 and 27 of Reg. 80. 
883 Fed. (2d) 103, 36-1 ustc § 9209. 
®85 Fed. (2d) 613. 





10 37 BTA 970, CCH Dec. 10,045. 

11 (1929) 67 Ct. Cls. 613. 

2 (1929) 278 U. S. 327, 49 S. Ct. 126. 
oT. Eh. F296. 
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in the Bailey case, the death of the insured resulted 
in the creation of rights which had heretofore not 
existed and this, plus the payment of premiums by 
the insured seems to be the basis of the Court’s jus- 
tification for imposing a tax on policies taken out and 
assigned after the taxing act. Must one or the other 
theory prevail? Might it not be possible that either 
theory meets constitutional requirements? 

The Supreme Court of the United States has defi- 
nitely indicated that it would be unconstitutional to 
include policies payable to named beneficiaries, taken 
out before the Revenue 
Act of 1918 under which, 
prior to the Act, the in- 
sured has surrendered all 
incidents of ownership.** 
The question might be 
raised as to whether che 
Supreme Court has not 
proceeded further so as to 
exclude policies taken out 
before the taxing act where 
incidents of ownership are 
retained by the insured. 
In Lewellyn v. Frick, the 
Supreme Court held sec- 
tion 402(f) (the insurance 
provision) of the Revenue 
Act of 1918 not retroactive 
in application so as not to include in the gross estate 
the insurance proceeds in excess of forty thousand 
dollars where the policies were taken out and specific 
beneficiaries named prior to the passage of the act. 
In some, the insured had surrendered all rights, while 
in others (while not specifically mentioned in the 
Supreme Court decision) the right to change the 
beneficiary was reserved. Justice Holmes who deliv- 
ered the opinion of the court, in holding the act not 
retroactive, indicated that there would be grave 
doubts (as to its constitutionality) to hold otherwise. 


In Heiner v. Grandin * the Court held that the pro- 
ceeds (in excess of forty thousand dollars) of life 
insurance policies taken out on the decedent’s life, 
receivable by a named beneficiary, should be included 
in the gross estate under the Revenue Act of 1918, 
even though the policies antedated the taxing act, 
because the insured reserved the right to change the 
beneficiaries.'7 Certiorari was denied by the Supreme 
Court in this case.?® 


The Court distinguished the Frick case, supra, by 
stating that the fact that power had been reserved to 
revoke the assignment seemed not to have been 
brought to the attention of the Supreme Court. The 
court approved the Chase National Bank case, supra, 
and relied upon Reinecke v. Northern Trust Company."® 
The Reinecke case was not an insurance case but in- 
volved trusts antedating the Revenue Act in question. 
The Supreme Court held, as to the two trusts where 





“The proceeds of an insurance policy when 
averaged, amount to premiums plus an income 
or interest return thereon. 
insured pays the premiums, upon his death, it 
is his money which has been saved with an 
insurance company that is turned over to the 
beneficiary and the Court can take the attitude 
that it is necessary to permit inclusion of all such 


proceeds to prevent evasion of the estate tax.” 





4% Industrial Trust Company et al. v. U. S. (1935) 56 S. Ct. 182. 

® (1925) 268 U. S. 238, 45 S. Ct. 487. 

‘6 (1930) (CCA-3) 44 Fed. (2d) 141. reaff’d 56 Fed. (2d) 1082. 

Similarly Cook et al. Exrs. v. Commissioner (1933) (CCA-3) 66 
Fed. (2d) 995; Levy’s Estate v. Commissioner (1933) (CCA-2) 65 
Fed. (2d) 412. 

*352 S. Ct. 64S. 

278 U.S, 339.. 49'S. St. 123. 





the settlor reserved the power to revoke, that these 
trusts were includible in the grantor’s gross estate. 
The court, in the Heiner case, supra, following the 
reasoning in the Chase National Bank case, supra, and 
the Reinecke case, supra, stated that since the insured 
reserved the right to change the beneficiary, the trans- 
fer did not take place until the insured’s death. Until 
the insured died, the transfers were incomplete, and 
as a result, the time when the policies were taken out 
was immaterial. 


In Bingham et al. v. The United States?® the 
Revenue Act of 1918 was 
again involved. Long prior 
to the passage of the act 
the insured had taken out 
a number of policies, all 
payable to his wife and in 
the event of her pre-de- 
ceasing the insured, the 
amount should be payable 
to his children, or, if there 
were no children of the 
decedent, then to the legal 
representatives of the in- 
sured. Other policies were 
assigned to his wife, pro- 
vided the wife survived the 
insured. The decedent re- 
served no power in the pol- 
icies, except the contingent right to have the poli- 
cies revert to him in the event of the prior death of 
the named beneficiaries. Justice Sutherland delivered 
the opinion of the court wherein the policies were 
held not includible on the following grounds: (1) On 
the authority of the Frick case, with specific mention 
being made that in the Frick decision all policies, in- 
cluding those where the insured retained rights, were 
before the court and (2) On the principle announced 
in Helvering v. St. Louis Union Trust et al.2* and 
Becker v. St. Louis Union Trust et al., Exrs.,?? that 
a possibility of reverter was not a retention of a 
legal incident of ownership. It is important to note 
that Justices Brandeis, Stone and Cardozo concurred 
on the first ground, while Chief Justice Hughes con- 
curred on the second ground. 


Industrial Trust Company, et al. v. The United 
States ** was a case involving a policy taken out prior to 
the first taxing act, payable to the insured’s wife, if liv- 
ing, and if not living, to his surviving children, and if 
none, to his executors, administrators and assigns. No 
rights were reserved in the insured, except this possi- 
bility of reversion. Although this case arose after 
the Revenue Act of 1926 which contained a specific 
provision as to retroactivity, upon the authority of the 
Bingham case and the Frick case, the court held the 
policies not includible.* 


Since in the Bingham case, Justices Brandeis, Stone 
and Cardozo approved the decision on the authority 


Thus where the 


20 (1935) 296 U. S. 211, 56 S. Ct. 180. 

21 (1935) 56 S. Ct. 74. 

2256 S. Ct. 78. 

23 (1935) 296 U. S. 220, 56 S. Ct. 182. 

24 The court cites with apparent approval Wyeth v. Crooks (D. C.) 
33 F. (2d) 1018, which seems to be contrary to Heiner v. Grandin, 
44 Fed. (2d) 141. 
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of the Frick case, and chose not to base their approval 
on the ground that a possibility of reverter did not 
constitute a legal incident of ownership, there is argu- 
ment for the point of view that a changed court may 
hold that policies issued before the Revenue Act of 
1918 are not includible, even if incidents of ownership 
are retained.”” However, it does not seem likely that 
this view will prevail. The Heiner case in which cer- 
tiorari was denied by the Supreme Court holds directly 
contrary.*”° The Reinecke case, involving trusts, is 
also contrary. Since the insured reserved rights in 
the policy up to the date of his death, and his death 
resulted in the termination of these rights and a shift- 
ing of economic benefits, there would seem to be a 
proper constitutional basis for a tax, regardless of 
whether the policies were issued before or after the 
taxing act. 

However, the attitude of Justices Brandeis, Stone 
and Cardozo in the Bingham case does raise a quer 
as to whether the Bailey case might be affirmed by 
the Supreme Court, as presently constituted, on the 
ground that a possibility of reverter, in the event of 
prior death of the beneficiaries, constitutes a legal 
incident of ownership. In spite of the holding of the 
Supreme Court in Helvering v. St. Louis Union Trust 
Company, et al.** and Becker v. St. Louis Union Trust 
Company, et al., Exrs.** that in the case of trusts, such 
a reverter does not make the trust subject to the 
federal estate tax, the Treasury Department appar- 
ently has not surrendered the battle. In Rothensies v. 
Cassell,?® where a trust similar to the Becker case was in- 
volved, counsel for the Treasury Department stated be- 
fore the Circuit Court of Appeals that he agreed with the 
minority opinion in the Becker case; but the court, as 
an inferior court, felt itself bound by the Becker de- 
cision. The Helvering v. St. Louis Union Trust Com- 
pany and Becker v. St. Louis Union Trust Company, 
et al., Exrs. cases are five to four decisions, with Chief 
Justice Hughes and Justices Stone, Brandeis and Car- 
dozo dissenting. Justice Sutherland, who delivered 
the majority opinion, has since resigned. 

Is the Treasury Department attempting to secure 
a reversal of the Supreme Court’s position where a 
possibility of reverter is involved, and, if so, in view 
of the change in the membership in the Supreme 
Court, will it be successful? If the minority attitude 
becomes the position of the majority, then ‘the court 
could affirm the Bailey case on the ground that a 
possibility of reverter constitutes a legal incident of 
ownership, thereby avoiding the issue raised by the 
Court of Claims. 

The next question to consider is whether Congress 
can constitutionally tax policies issued with an irrev- 
ocable beneficiary or policies irrevocably assigned 
after the passage of the taxing act? Let us first 
assume that a wife takes out a policy of insurance 
on her husband, retains all rights in the policy, and 
pays all premiums. It is hard to see on what basis 
such a policy would be includible in the husband’s 





*5 See 52 Harvard Law Rev. 1037, Paul, ‘‘Life Insurance and the 
Federal Estate Tax.”’ 


*6 Cook et al. Exrs. v. Comm. (1933) (CCA-3) 66 Fed. (2d) 995: 
Levy’s Estaiv v. Comm., (1933) (CCA-2) 65 Fed. (2d) 412; Liebes 
Exr. v. Comm., (1933) 63 Fed. (2d) 870; Newman v. Comm., 76 Fed. 


(2d) 449 writ of cert. denied 


, 296 U. S. 600, 
7 (1935) 56S. Ct. 74. 


also hold contrary. 








TAX ES—tThe Tax Magazine 





October, 1939 





estate for the purposes of an estate tax. Merely be- 
cause his death resulted in ripening rights in his wife 
against a third party—an insurance company—there 
would not appear to be any proper basis for includ- 
ing the policies in his estate. The husband parted 
with nothing and his death does not result in the 
shifting of any economic benefits from him. The fact 
that the husband signs the application in such a situa- 
tion should not make any difference. Suppose, how- 
ever, that the rights in the policy are vested in both 
husband and wife, so that the consent of both is neces- 
sary in order to exercise any rights under the policy. 
The husband’s death does result in the termination 
of rights in himself and in the creation of economic 
benefits in his wife. However, since the premiums 
are paid by the wife, and the husband merely had 
veto control, there is strong argument for holding no 
constitutional basis to levy a tax on the husband's 
estate. 

Let us assume, however, that the husband retains 
no rights in the policy, but pays the premiums. This 
is the situation in the Bailey case. Under the Gift 
Tax Regulations, the payment of each premium by 
the husband would constitute a gift to the wife and 
would be subject to a gift tax, if in excess of the gift 
tax exemptions.*° The fact that a gift tax is paid, 
while relevant, is not conclusive. It might merely 
entitle the insured’s estate to a gift tax credit.** In 
the case of Burnet v. Wells,?? the Court held that 
Congress can constitutionally tax to the settlor of a 
trust, income from an irrevocable trust used to pay 
premiums on life insurance on the life of the insured. 
In that case this was true in spite of the fact that the 
trust constituted an irrevocable gift. 

If one applies the rule laid down by the Chase Na- 
tional Bank case, there should be no tax. Death does 
not result in any shifting of economic benefits from 
the insured or in termination of any rights in the in- 
sured. However, as previously stated, might there 
not be more than one criterion? Death does result 
in the creation of new rights on the part of the bene- 
ficiary against a third person. Alone, this could hardly 
be a constitutional basis for an estate tax, but coupled 
with the payment of premiums on the part of the 
insured, the Supreme Court might be inclined to take 
a different point of view. Regardless of the method, 
the Court may say that money from the insured has 
finally found itself in the hands of the beneficiary, 
with the death of the insured resulting in the ripening 
of rights in the beneficiary. 

In joint tenancy situations, while there is a shifting 
of economic interests upon death, the federal estate 
tax is not based upon the extent of the interest shifted, 
but rather upon the portion contributed by and, trace- 
able to the decedent. This is true even in the case of 
a joint tenancy created prior to the first taxing act 
and the Supreme Court has held that there is no con- 
stitutional objection to so basing the tax.** 


(Continued on page 611) 








3 56 S. Ct. 78 

2 (1939) (CCA- my 103 Fed. (2d) 834. 

* Par. 6, Art. 2, Regulations 79. 

31 Sec. 310 (b) (1) of Revenue Act of 1926, 
402 (b) (1) of Revenue Act of 1932. 

32 (1933) 289 U. S. 670. 

33 United States v. Jacobs, 


as amended; Sec. 


59 S. Ct. 551 (Feb. 27, 1939). 
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The Tax on Life Insurance Premiums— 


Is It Defensible? 


By ARTHUR W. FULTON* 


HE executives of the legal reserve life insurance 
companies, the National Convention of Insur- 
ance Commissioners, the United States Chamber 
of Commerce and other influential organizations for 
many years have consistently opposed the taxation 
of life insurance premiums. The remark about the 
weather attributed to Mark Twain seems appropriate 
when applied to this subject: “Every one complains 
about the weather, but nobody does anything about 
yg 
Taxation of insurance premiums was inaugurated 
soon after the states established insurance depart- 
ments to regulate, control and supervise the business 
of insurance. These taxes were originally levied to 
cover the expenses of state regulation of the insurance 
business for the benefit of the policy-holders, but are 
now almost entirely levied for general revenue pur- 
poses. This form of tax has become so generally and 
firmly established that the discouraged insurance com- 
panies confine their efforts to checking the legislatures 
against increasing the percentage of premium taken for 
taxes. 


The Tax Is Wrong in Principle 


Taxing insurance premiums is wrong in principle. 
This evil can be corrected only by complete elimina- 
tion of the tax or the limitation of the tax to an 
amount which would be necessary to pay the cost of 
regulation and supervision of the business. 

Since 1924 the United States Chamber of Com- 
merce has issued bulletins each year showing the 
amount collected from the companies and the amount 
actually spent for conducting the departments of in- 
surance supervision. The amount collected from the 
companies in 1937 was $103,281,169. This figure rep- 
resents only the special insurance taxes, licenses and 
fees, and does not include the taxes that insurance 
pays in common with other lines of business. The 
special taxes include the following: Taxes on pre- 
miums received from policy-holders ; occupation, fran- 
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chise and privilege taxes and license charges levied by 
the states, counties, and municipalities; charges for 
valuation of life insurance policies; levies in case of 
fire insurance for support of fire departments, fire pa- 
trols, firemen’s relief funds, and fire marshal depart- 
ments; fees for licenses to agents and brokers; fees 
for examination of companies by the insurance depart- 
ments, and miscellaneous fees for filing papers re- 
quired by law. Of all these taxes the most common 
and the one which furnishes the greatest revenue is 
the insurance premium tax which furnishes at least 
90% of the total revenue coming from all the special 
forms of insurance taxation. 

In 1937, an aggregate of but $5,262,842 was spent 
for the maintenance of the state insurance depart- 
ments; the remaining $98,018,327 collected was used 
for purposes for which policy-holders had already paid 
their share as general taxpayers. Only 5.1 cents of 
every dollar collected from policy-holders by the forty- 
eight states and the District of Columbia were spent 
for services to the policy-holders. During the period 
from 1922 to 1937 the average annually paid for serv- 
ices to policy-holders was about four and one-half 
cents of each dollar of taxes paid by them. 

The premiums tax is often inequitable between 
policy-holders. The tax is a fixed percentage of the 
premiums paid. It is apparent that the premium on 
a policy taken out late in life is subject to a higher tax 
than the premium on a policy issued to a younger 
man. 

The nation has entered upon a system of taxation to 
provide social security. The declared object of those 
laws is to better the lot of the worker, to provide 
security from economic loss because of age, unem- 
ployment, and other contingencies. The legislators 
are attempting by law to promote welfare safeguards 
for employees. in industry. The worthiness of this 
objective may be conceded but it is not consistent to 
place heavy tax burdens upon voluntary individual 
efforts to provide through means of insurance protec- 
tion to themselves, their families, and often the public 
itself, against misfortune that might befall the policy- 
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holders. If it were not for the contributions paid an- 
nually by the 65,000,000 policy-holders of their own 
free will to provide themselves with insurance to 
alleviate the burden of losses they might sustain, 
enormous burdens would be placed upon the residents 
of every community. 

The tax on insurance premiums is discriminatory 
between the insured and the non-insured. The policy- 
holder, because he wants to protect himself and his 
dependents which reduces the danger to the com- 
munity of economic loss, must carry an extra tax 
burden in addition to the burden he has to share with 
other persons not carrying insurance protection. 

Legislators are constantly seeking sources of rev- 
enue by a tax that can be levied indirectly on industry 
taxes of the kind that are “invisible, painless, and 
hidden,” but this tax falls upon the policy-holder, 
though many are not aware of the tax. It means to 
them either decreased refunds of premium, or in- 
creased rates for protection. The insurance tax, how- 
ever, increases the premiums which are, in effect, 
voluntary thrift payments by the policy-holder. 

The National Chamber of Commerce adopted in 
1924 the following resolution and has consistently 
held to this position : 





“Special state taxes now levied on policyholders through 

insurance companies should not be considered as a source of 
general revenue, but should be reduced to the total in each 
state which will adequately support such state’s departmental 
supervision, and a uniform principle of taxing insurance 
should be adopted throughout the states and should exclude 
all other taxation in the states excepting on tangible property. 
Identical taxes should be levied upon state-operated insurance 
funds in fields where insurance coverage is available from 
private companies which are taxed.” 
The plan of taxing insurance premiums makes the 
insurance company act as the collector of the tax. It 
is a modified “check-off” system. In the “check-off” 
system as practiced by some labor unions the collec- 
tion is not “painless, hidden, or invisible.” The coal 
miner knows when he receives his pay check that the 
coal company has deducted and paid to the union the 
amount of his union dues. But in this improved 
method of “check-off” the policy-holder is not directly 
informed that he pays the state a tax on his insurance 
premiums. 

The question naturally arises as to whether relief 
from the tax could be accomplished by informing the 
policy-holder that but for the tax his refunds of pre- 
mium could be larger or his insurance could be fur- 
nished him at a lower rate. But it must not be 
overlooked that policy-holders are not organized and 
without organization their efforts toward relief would 
not be effective. 

If the tax on premiums were repealed the funds to 
pay the supervision by the insurance department could 
be provided by requiring each insurance organization 
to pay an annual flat fee for the privilege of doing 
business, the fee to be based on the amount of busi- 
ness done by each organization, but the aggregate fees 
paid by all the organizations should be sufficient to 
cover the cost of supervision and which would in any 
event cost the policy-holder about 4% of the amount 
now paid annually as premium taxes. It may be 
deemed Utopian to dream of obtaining even a decrease 
in premium taxes but if the companies were to educate 
the policy-holders and the public generally as to the 
iniquity of this form of taxation and follow up by 
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introducing in the legislatures bills to reduce or repeal 
this tax and substitute fees to cover cost of super- 
vision, it might have the effect to stop the continual 
effort of legislators to increase the tax. It might have 
a wholesome effect if the companies would take the 
offensive in the fight to protect the funds held in trust 
for the policy-holders. 


The Threat of Federal Regulation 


But perhaps the elimination of the state tax on pre- 
miums is to be accomplished by the substitution of 
federal regulation. And the remedy might be worse 
than the disease. What is actually behind the investi- 
gation of life insurance by the Monopoly Committee 
of the Securities and Exchange Commission? Surely 
the investigation is not inspired because the insurance 
companies have successfully weathered the greatest 
panic and longest continued depression in the history 
of the Nation, bringing through a great financial insti- 
tution with such a few failures as to be hardly worth 
mentioning. It is, of course, not inspired because the 
companies have paid back to policy-holders and their 
beneficiaries in the past ten years of depression a total 
of twenty-nine and one-half billions of dollars, and, of 
course, it is not inspired because of the joy, happi- 
ness, contentment, comforts, and necessities brought 
to American homes by returning to them in cash the 
largest part of their investments in life insurance. 

We are now at another cross-roads in the business 
of life insurance. There are some able insurance men 
who, in the past, were, and still may be, strongly in 
favor of federal supervision; many others just as 
strongly are in favor of state supervision with its ad- 
mitted faults. Is federal supervision to supplant state 
supervision, or is it to be merely an added burden 
and expense? It will be unsafe to rely on the deci- 
sion in the case of Paul v. Virginia and similar de- 
cisions passing upon the commerce clause of the Con- 
stitution. If the states successfully oppose the threat 
of federal regulation, we still have the problem of how 
to relieve the policy-holders of the unjust and in- 
equitable tax on premiums. 


Semantic Strategy Practiced by State Tax 
Collection Agencies 


Practice of semantics, or the close observance in 
the meaning of words, has been followed for some 
years by federal and state officials, in the use of the 
phrase “gasoline tax earnings” by state collection 
agencies. 

In the early days of the automobile, such tax re- 
ceipts were labeled simply “gasoline tax revenue. 
Gasoline tax rates since have increased immensely, 
and the Federal Government has entered the field by 
imposing a duplicating tax on gasoline. Motorists are 
paying nearly $1,000,000,000 in gasoline taxes annually, 
and increasingly they are becoming more conscious 
of the burden of such mounting taxation. 

The use of the word “earnings” instead of “gasoline 
tax receipts” in state reports, legislative discussions, 
and public utterances seems to be good semantic 
strategy. The average person thinks of ‘ ‘earnings’ 
as a reward to labor or capital for initiative and 
productive enterprise, 
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TALKING 


> HO?P 


Lewis Gluick, C. P. A., Shop -Talker 


The Taxtalkers 


We have been asked whether all the conversations 
which we retail from time to time actually took place 
around a lunch table. The answer is “No.” Buta 
great portion of them do. Balzac wrote in La Grande 
Breteche, “No one ever told a story well standing up 
or fasting,” so we like to picture all of our taxtalkers 
as seated around a good meal. 

“Tax cases,” said Philo, “are won last year.” 

“Now will you please elucidate that cryptic remark?” 
asked the Kid. “I’ve heard that ‘hindsight beats fore- 
sight’ but how can you win any case last year?” 


“Let me hazard an opinion of what our philosopher 
means,” said Oldtimer. “If you consider all angles 
of a business transaction before you enter into it, law 
suits, including tax suits, will be reduced to a minimum ; 
and if you are obliged to go to court, your case is half 
won before you get there.” 


“That’s it,” said Philo. “Let me give you one 
example. There isn’t one of you who has not en- 
countered it. A close corporation—salaries of officers 
proportioned to stockholdings—minutes rarely if ever 
written up. That just invites the revenue agents. 
But if salaries are voted in advance, duly evidenced 
by properly drawn minutes, then the corporation has 
a prima facie case.” 


“I wouldn’t be too sure of the prima facie,” said 
Law, “but it certainly is in a better position.” 


_ “Of course,” said the Kid, “since dividends became 
fully taxable to individuals, the distinction between 
salary and dividends is not nearly as important as it 
formerly was.” 

“True,” said Law, “but it is still wise to plan in 
advance. If profits are lacking, there is no necessity 
tor paying the salaries. The directors can rescind the 
resolution.” 


“Exactly,” said Philo. “It is better to do that than 


to wait until January to pass a resolution dated back 
to December for the prior year’s salary.” 


585 


“Well, take this case,” said Oldtimer, “which came 
to me last week. A corporation was about to open a 
new department. First impulse was to create a new 
corporation. Second thought was ‘taxes?’ So they 
came to me. From that angle a new corporation was 
out of the question—much too expensive. All right! 
Then how to set up a new department within the 
existing corporation? For it was desired that the 
profits of the new business be shared in a different 
proportion from the old. Well, I was able to give 
them plenty of advice, and it was accepted. It is 
going to be done through issuance of a new class of 
stock, and very specific contracts of employment. 
There will be no guessing as to whether ‘profits’ are 
before or after taxes, or how the overhead is to be 
distributed between the two departments.” 

“Aren’t you trespassing on my territory?” asked 
Law. “That sounds like legal advice and opinion.” 

“Yes, and no,” replied Oldtimer. “I certainly did 
give plenty of information about the tax laws, both 
federal and state, both income and social security. 
But it was intimately linked with the accounting pro- 
cedure necessary to assure an equitabie distribution 
of the profits, if any, and I drew none of the minutes 
or contracts recommended. That and the work of 
getting the amended charter was done by the lawyer, 
but I reviewed his drafts for the tax and accounting 
matters previously discussed, to make sure he had 
them stated in language intelligible, not only to me 
and our clients, but to a possible female jury.” 

“T can’t charge you with illegal practice of law for 
that,” said Law. “All I can say is that I wish all my 
clients were like yours.” 

“Darn few of mine are that way,” said Oldtimer. 
“It’s taken years to get this pair to realize that there 
is a tax angle to everything, and to get them to come 
to me and their lawyer before they do anything. You 
know better than I that nine out of ten wait until they 
are being sued to bring you their troubles.” 

“You're telling me!” said the Kid. “Take this case. 
A client loaned some money. I discovered it only 
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when I made the audit. It was unusual for such 
loans to be made. I looked at the credit file. It was 
bad. I warned my client he was in for trouble, think- 
ing only of a bad debt loss. He not only got that, but 
so far has failed to get it allowed for tax purposes. 
When the borrower first defaulted, he tried to collect 
by himself. No success. The borrower would not write 
him at all. No evidence for a partial loss deduction 
that would impress a conferee. Then put it in the 
hands of his attorney, who was lax about pressing 
the case. Finally the borrower went into bankruptcy. 
sut it was a long, slow settlement, and Ira refused 
to admit a bad debt until the exact loss was definitely 
determined. Arbitrary as the deuce, but we were 
helpless. The loan ought never to have been made. 
Anyone who can read a financial statement intelligently 
would have known that. But my client, who couldn’t, 
tried to save a possible small fee for letting me read 
and interpret it, and now perversely disparages my 
ability as a taxman because I have been unable to get 
a bad debt deduction as yet.” 


“As long as this seems to be an experience meet- 
ing,” said Philo, “let me tell you one. Here’s a man 
with a fair approach to real wealth. He made most 
of his money in realty, and his holdings were diversified.” 

“That’s common sense,” interrupted Oldtimer. 

“But carried to extremes,” continued Philo. “Some 
be held in corporations of which he was sole owner, 
some as tenant in common, partnerships, joint ven- 
tures, mortgagee in possession, and so forth. He 
switched second mortgages and open loans back and 
forth until I got dizzy trying to keep the accounts 
straight. Getting any information from him was hard; 
getting it accurately almost impossible. I warned 
him his holdings needed simplification, stressing his 
recurrent troubles with various tax collectors, but 
he was mulish. He had made his wealth in realty; 
and what did I know about it? I worked for fees, 
and not such good ones at that. 

“The payoff came from an unexpected source. His 
wife died. Almost without her knowledge he had 
made her a stockholder in some of his companies; a 
joint tenant in other properties; some mortgages trans- 
ferred to her name. Well, she had made a will, with 
a trust company as executor. It’s a good, conscientious 
outfit. But it is taking things from the record, and 
that man’s business is snarled to the point that he is 
nearly frantic. For example, only last week he had 
a chance to sell an unprofitable holding at a fair 
figure. Fine! But the trust officer couldn’t sell his 
interest so fast. Surrogates had to be consulted, and 
so forth. By the time the estate’s share was clear, the 
prospective purchaser got cold, and withdrew his offer.” 

“Rather a bad case,” said Law, “but I’ve seen as 
bad. But tell me. Has the man made his will? Has he 
taken heed and started to straighten out his own affairs?” 

“If you’re looking for a new client,” replied Philo, 
“don’t expect me to introduce you, because I’m no 
longer his auditor. The trust company insisted on 
sending in its own pet firm, and he said it was useless to 
have both of us going over the books, so he dropped me.” 

And to the sound of the Kid humming the funeral 
march, the gang left the table. 





Footnote by the Shoptalker. For the Commissioner’s disallowance 
of a partially bad debt, see the Martin Co. case, (394 CCH § 9625), 
Northern District of Iowa, May 27. 
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Fiscal Year for Tobacco 


We have no reliable statistics regarding seasonable 
fluctuations in the tobacco business. Sales at retail 
reach their peak in December. Our own observation 
is that more smoking is done in the summer than 
in the winter. 


Federal tobacco taxes are imposed on the manu- 
facturer, not the consumer. The peak of manufacturing 
must be at least several weeks before the Christmas retail 
rush. So we imagine that manufacturers would find 
October 31, or November 30, convenient fiscal year dates. 
However, they are legally inhibited (not prohibited) 
from using any but a calendar year. They are required 
to make a detailed inventory as of January 1. 

See Code Sections 2017 and 2055 (1 CCH { 8847 
and 8902). 


Under Secretary of the Treasury Hanes has invited 
everybody to tell him what to do about taxes—be- 
sides reduce them. Here’s one of our pet peeves. 
Mary and John are married; both working. Mary 
gets $100 per month; John $150. That’s a nice tax- 
able income. But neither one is reportable on a Form 
1099. So everywhere, thousands of “Johns and Marys” 
do not report themselves. Bill and Kate do report 
themselves and have to submit to examination of their 
return, and pay 40¢ extra tax because Bill can’t prove 
that the $10 he loaned Fred is a bad debt. Nobody ever 
asks Mary and John if they’ve even made a return. 
A systematic canvass of every employed individual is 
one WPA project we could recommend. It would 
pay for itself a thousandfold. 


The Associated Press reported on August 22 (Santa 
Fe, N. Mex.): 

“The Navajo Indian, who thinks names are so un- 
important that he will use as many as fifteen, has 
social security officials talking to themselves. 

“The Navajos just don’t care. They may take em- 
ployment under one name with one employer and 
under another with another employer, which makes 
our record keeping a little difficult. 

“A Navajo baby’s parents may call him ‘Little Bow- 
legs’ when he starts to walk. A little later he may 
be named ‘Little Chicken Thief,’ and so on and on. 

“If he has a physical affliction, they’ll call him ‘Crossed 
Eyes’ or ‘One Ear.’ If you ask him what his name is, 
he’ll just give you another one that he likes better.” 


Prosperity Index 


The Board of Tax Appeals began to function in 1924. 
In 1925, its first two volumes of decisions appeared. In 
1928, five volumes appeared. Those of you with good 
memories recall that year as the real prosperity peak. 
In 1927 and 1929, four volumes of decisions were 
issued. In 1932, the real low of the depression, only 
two volumes came out. 

There have been only two a year since then, but 
only due to the device of memorandum opinions, 
begun about 1934. As an extreme example of the 
way in which printing is held down, consider the 
Lehigh Valley R. R. case (393 CCH § 7399-A). The 


entire board of sixteen rendered it, in ninety-four 
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pages, but only as a memo opinion (Docket No. 38892). 
But the one-man decision in the Hoffman case became 
40 BTA —, No. 69 (393 CCH J 7397). 

The case of Bain is very pleasant reading for “tax- 
perts.” “Attorney and accountant fees expended in 
the successful contest of an income tax were deductible 
as a business expense.” But it raises the horrid ques- 


tion, “what if the contest had not been successful ?” 
(393 CCH J 7399-H). 


“The Army and Navy Forever” 


It was a longer time coming than we expected—a 
complaint that we were slighting the Army. It isn’t 
our fault. We can write about the taxpayer’s Navy 
because we know something about it. We know more 
about the Army than the average taxpayer, but not 
enough to write about it. So we must depend on 
contributors, who, to date, have not come forward. 
Our Shoptalker “Star” was created to represent the 
ex-army or army-reserve man, and any such who wants 
to speak his piece in the Shop can do so under that 
pseudonym (if he tells us his real name). All right, 
Soldier—front and center! 


Speaking of the Army, its foster brother, the C. C. C. 
is the subject of ST 885 (393 CCH § 6419). Dances 
given by the boys are taxable, because the outfit is not 
primarily an educational institution. 


Notes 


About 1931 we met Alfred Kaplan, a young account- 
ant who had as his principal client a corporation 
making animated cartoons for the movies. He wrote 
an article about it for a professional magazine. Now 
in our September issue, he bobs up again as the 
author of an article on the Hendler case. We found 
it particularly stimulating because simultaneously 
G. N. Nelson had an article orn the same subject 
(\. ¥. Times, Sept. 3) and the differences in treatment 
were interesting. But both agreed on one thing. 
Neither one gave a specific example of how the new 
revenue act will operate in the matter. We invite 
anyone to supply the deficiency. 


Next Year Is Leap Year, Too 


\ curious though trifling error seems to have been 
made in the case of Wrightsman, 40 BTA —, No. 77 
(393 CCH § 7407). The taxpayer moved from Okla- 
homa to Texas during 1936 (see page 482 of our 
August issue). The Board held that income must be 
prorated on the basis of days lived in each state. It 
made the denominator of the fraction 365, whereas 
1936, being a leap year, had 366 days. 


From the Banker’s Monthly, September issue: “Old 
age is not a yardstick to measure depreciation—a 
machine’s competitive efficiency, not age, is the deter- 
mining factor. 

“The Treasury Department has begun to recognize 
this difference, by permitting a more rapid “write-off” 
of particular tools.” 
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Courses 


The New York Stock Exchange Institute is a depart- 
ment of the New York Stock Exchange. It was 
organized in 1922 for training employees of the Ex- 
change. In 1930, its courses were extended to em- 
ployees of member firms. This year its courses are 
being made available to anyone interested. There are 
forty-one courses. Number 35 is “Federal Income 
Tax Practice” given by Parker Lindhardt. Number 
36 is “New York State Income Tax Practice” given 
by B. L. Swartz. The former is with Stone & Webster, 
the latter with the State Department of Taxation. 
The Marquand School of Brooklyn started a course 
on Insurance on September 18. It is designed to pre- 
pare men for the brokers’ examination required by 
Chapter 269 of the New York State Insurance Law. 
It consists of fifty class room sessions and one field 
trip. Truly it looks like a thorough course. But— 
there is not one lecture scheduled on taxation—not 
even a mention of this vital topic in the syllabus. In 
September, the American Institute of Accountants 
began the issuance of “Research Bulletins.” Non- 
members may buy them. Bulletin No. 2, on page 17, 
discusses the tax status of unamortized discount on 
bonds refunded and approves the tax status as good 
accounting. Great Western Power Co. of California 
v. Com., 297 U. S. 543 (36-1 ustc $9185). On the 
other hand, page 7 of Bulletin No. 1, expresses dis- 
approval of the Treasury’s attitude toward gains on 
sale of capital stock. 


Essays of Elia 


In May, 1925, James E. Lamb of Harrisburg, Pa., 
wrote an article about the Galveston Electric case, 258 
U. S. 388 (391 CCH { 181.70). He discussed the rul- 
ing that in setting public utility rates income taxes 
were not allowable as an expense. Then he wound 
up by saying: 

“Tt is quite likely that at some future time this matter will 
again be interesting to C. P. A.’s and public service com- 
panies. 

We have been unable to find Mr. Lamb’s address 
in the Institute Directory. If he is still in the land of 
the living, we would like to have him write an up-to- 
date article on the subject. (Anyone else who has a 
mind to do so will be welcome, too.) The Supreme 
Court seems to have predicated its decision on this: 

“For the stockholder does not include in the income on 


which the normal tax is payable, dividends from corpora- 
tions.” 


But for several years now, dividends have been 
includible. 


Causa Mortis 


The case of Gussie Wertheimer decided by Surrogate 
Delehanty of New York County on July 13 has an 
importance that transcends state lines. Nearly half 
of the decision is a comparison of the New York and 
federal laws regarding transfers in contemplation of 
death. No attorney having such a case can afford to 
overlook it. (N. Y. CT § 93-975.) No less than five 
U. S. Supreme Court cases are cited, including a cita- 
tion from Hassett v. Welch, 38-1 ustc § 9140; and a 
lot of B. T. A. and state court citations. 

(Continued on page 596) 
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MULTI-STATE TAXATION OF 
INTERSTATE SALES 


George M. Johnson, Senior Assistant Tax 
Counsel, State Board of Equalization of 
California 


27 California Law Review, July, 1939, 
p. 549-570 


The problem of multi-state taxation has 
recently been given judicial attention at 
several points. In two somewhat distinct 
lines of cases, both relating to interstate 
sales, the United States Supreme Court has 
suggested that the commerce clause pro- 
tects interstate sales transactions from 
multiple state tax burdens. The first group 
comprises two recent cases construing state 
“use” taxes in which the Court leaves open 
the question whether unconstitutional multi- 
state taxation may arise under this type of 
tax. The second group embraces three 
cases involving gross receipts from inter- 
state transactions in which the Court in- 
dicates the circumstances under which such 
receipts may be exposed to the risk of 
multiple tax burdens which the commerce 
clause forbids. 

Prior to 1932 it was regarded as estab- 





























































































































































































































opinion of the United States Supreme Court 
were integral parts of interstate sales were 
completely immune from state taxation by 
virtue of the commerce clause. 

In 1932 the Court placed its stamp of 
approval upon a state tax designed ex- 
pressly to remove the discrimination against 
local sales of gasoline resulting from the 
immunity from state taxation enjoyed by 
interstate sales. In Gregg Dyeing Co. ~. 
Query, 286 U. S. 472, the Court upheld a 
South Carolina statute imposing a tax on 
the storage within the state of imported 
gasoline. The statute expressly excluded 
from its provisions all gasoline upon which 
a sales or use tax had been paid to the 
state, so it was clearly designed to reach 
only gasoline the sale of which was immune 
from taxation under the commerce clause. 
The formal ground of the decision did not 
disturb the proposition that all the activities 
which are integral parts of interstate sales 
are immune from state taxation. 

In 1876 it was established that even 
though an activity with respect to inter- 
state comerce is not an integral part there- 
to, and is, therefore, subject to state taxation, 
the commerce clause still protects that 











































































































































































































lished that all of the activities which in the 





activity from discriminatory state taxation. | 
In the leading case of Welton v. Missouri, | 


91 U. S. 275, Missouri imposed a license tax 
on peddlers of goods from other states. 
No license tax was imposed on peddlers 
of domestic goods. The Court held that 
as to goods within the state that are of 
foreign origin “the commerce power [of 
Congress] continues until the commodity 
has ceased to be the subject of discriminat- 
ing legislation by reason of its foreign 
character.” 

Two cases decided since the Gregg case 
indicate that the Court is aware that, if the 
comparison is between total tax burdens, 
the total tax burden on interstate commerce 
can be determined only by examining the 
tax burdens, if any, imposed by the various 
states which the commerce touches. 

Henneford v. Silas Mason Co., 300 U. S. 
577, and Southern Pacific Co. v. Gallagher, 
59 Sup. Ct. 389, involved use taxes imposed 
by the states of Washington and California 
respectively. The taxes in both cases were 
complementary to existing sales taxes, and 
it was apparent that they were designed to 
circumvent the “immunity rule.” Both 
taxes were sustained against contentions 
that they violated the commerce clause. 


pes PROBLEM IN THE GALLAGHER CASE WAS 
complicated by the fact that the property 
purchased in interstate commerce was im- 
mediately put to an interstate use in the 
taxing state. Nevertheless, the Court 
isolated as local activities the activities of 
“retention and exercise of a right of owner- 
ship” occurring between the time the inter- 
state transit ended and the interstate use 
began. 

The distinction which the Court con- 
tinues to make between activities that are 
integral parts of interstate commerce and 
those that are not finds little support in 
economic fact. The complete abandon- 
ment of the “immunity rule,” with proper 
safeguards against discriminations against 
interstate commerce, would allow for 
greater recognition of the economic reali- 
ties in this field of taxation. 

In Western Live Stock v. Bureau of 
Revenue, 303 U. S. 250, the Court upheld a 
New Mexico privilege tax measured by 
gross receipts as applied to the business of 
publishing magazines. The tax was mea- 
sured by gross receipts from the sale of 
advertising space. A precedent for up- 
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holding the tax was found in American 
Manufacturing Co. v. St. Louis, 250 U. § 
459, where the Court sustained a tax on 
the privilege of manufacturing measured 
by total gross receipts from sales, both in- 
trastate and interstate, of the manufactured 


goods. The use of gross receipts as the 
measure of the tax was construed as simply 
a convenient method of arriving at thie value 
of the admittedly taxable privilege of manv- 
facturing. In the Western Live Stock case 
the Court carefully construed the tax as 
laid on the local business “of preparing, 
printing and publishing magazine advertising.” 

The Court admitted that insofar as the 
gross receipts from advertising were in- 
creased by the required interstate circula- 
tion of the magazine, interstate value was 
taxed by its inclusion in the gross receipts 
by which the tax was measured. The tax 
on the business of furnishing advertising 
space, measured by gross receipts from 
advertising, was valid for two reasons: 
(1) Construed as a tax on local business of 
preparing, printing and publishing magazine 
advertising, gross receipts from the sale of 
advertising space, though augmented by 
required interstate circulation, was, under 
the authority of American Manufacturing 
Co. v. St. Louis, a proper measure of the 
value of the local privilege. (2) Construed 
as a tax on the gross receipts from ad- 
vertising, including the addition thereto re- 
sulting from required interstate circulation, 
no other state can tax that interstate value 


ea INFERENCE THAT THE COMMERCE CLAUS! 
does not immunize from state taxation 
gross receipts from interstate activity un- 
less the tax exposes interstate values to the 
tisk of cumulative tax burdens, raises 
serious doubts as to the present standing 
of Puget Sound Stevedoring Co. v. Tax 
Commission, 302 U. S. 90, decided about 
three months prior to the Western Live 
Stock case. A unanimous court there held 
that gross receipts from the activity im 
volved in loading and unloading vessels 
engaged exclusively in interstate or foreign 
commerce legally may not be included 
the measure of a state tax upon the privilege 
of engaging in the general stevedoring bus!- 
ness within the state. a 
Where it is conceded that the activities 
from which gross receipts are derived are 
performed in more than one state, a formula 
for allocating a proportion of the gross 
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receipts to the various activities performed 
in the taxing state will present to the Court 
the question whether there is a fair ap- 
portionment. | ; 

The following conclusions may be drawn 
from the decisions defining the commerce 
clause limitations on state taxes with re- 
spect to activities related to interstate sales. 

1. The state of origin may impose a tax 
on the production or manufacture of goods 
sold in interstate commerce and measure 
the tax by gross receipts from such sales. 
The tax is imposed on a local activity dis- 
tinct from interstate commerce. 

2. The state of origin may not impose a 
tax on the privilege of performing activities 
in the state that are an integral part of in- 
terstate sales and measure the tax by un- 
apportioned gross receipts from interstate 
sales. There are implications that the state 
may tax directly that portion of gross re- 
ceipts fairly allocable to the interstate 
activities performed within the boundaries 
of the state. There is language from which 
the inference may be drawn that the state 
may lay a tax directly on the privilege of 
making interstate sales. 

3. The state of destination may impose 
a tax confined to a local activity related 
to interstate scales, if it imposes a tax equal 
in amount upon some activity related to in- 
trastate sales so that the tax burden im- 
posed by the state involved is the same on 
the activities related to interstate and in- 
trastate sales, at least in the absence of a 
showing that a tax has been paid to some 
other state on activities related to the same 
interstate sales. 

4, The state of destination may impose a 
tax on the portion of gross receipts from 
interstate sales fairly allocable to the activi- 
ties performed within the state that are an 
integral part of interstate sales. 


“INDIAN” GIFTS 
Robert W. Wales, Member of the Illinois Bar 


34 Illinois Law Review, June, 1939, 
p. 119-136 


The status of a true “Indian” gift in 
which a man may retake his ptoperty at 
his own pleasure is no longer subject to 
much doubt. The income of such property 
is taxable to the grantor. But serious ques- 
tions remain as to which and how many of 
“the larger benefits of ownership” may be 
retained without making the foregoing rules 
relating to revocable trusts applicable. 
Chans es in the revenue acts have made the 
problem of the “Indian” giver more difficult 
but have not changed the taxpayer’s desire 
to retain benefits or control and be relieved 
of burdens, 

An example of the inconsistencies of the 
Present system is presented by two cases 
Irom the second circuit, Hesslein v. Hoey, 
91 Fed. (2d) 954, and Knapp v. Hoey, 39-1 
Ust¢ 19517. In each case the settlor trans- 
lerred property in trust reserving the power 
to change the beneficiaries of income and 
Principal and to alter the trust in any man- 
ner not beneficial to the settlor or his estate. 

€ provisions negativing any benefit to the 
settlor followed closcly sections 166 and 
167 of the acts. The Hesslein case held 
that the settlor had made no taxable gift 

y the creation of the trust; the Knapp case 
held that the settlor was not taxable on the 
Income from such a trust. 

Although the Supreme Court refused to 
review the Hesslein case, it will consider 
‘ssentially the same problem next fall in 

























DIGESTS OF ARTICLES ON TAXATION 


Estate of Sanford v. Commissioner, 103 F. 
(2d) 81, and Humphreys v. Rasquin, 101 F. 
(2d) 1012, in which certiorari has now been 
granted. 


N ITS CONSIDERATION OF THE TAXATION OF 
revocable trusts, the Supreme Court has em- 


phasized two paramount factors—control of 
the property and benefit from it. 
tion prospectively dealing with the taxation 
of revocable trusts has been upheld by 
reason of the fact that the settlor has re- 
tained either control or benefit, or both. 
In some instances the benefit to the settlor 
is a very attenuated one from the legalistic 
point of view. 


Legisla- 


The law with regard to revocable trusts 


and trusts subject to change has not de- 
veloped entirely 
estate, and gift taxes. 
naturally been influenced by decisions re- 
lating to one of these categories in their 
decisions with respect to another. 


income, 
The courts have 


separately for 


The present provisions of the income tax 


law relating to revocable trusts are sections 
166 and 167 of the Revenue Act of 1938. 
Under section 166, to warrant taxation of 
the income to the grantor, there must be 
power to revest in the grantor the corpus, 
and the power must not be held by one 
having a substantial adverse interest in the 
disposition of such part of the corpus or 
the income therefrom. Under section 167, 
the holder of the power is similarly limited, 
and, to warrant taxation of the income to 
the grantor, there must be power to dis- 


tribute income to the grantor or accumulate 


it for future distribution to him. For the 


purpose of this section, payment of 
premiums upon policies of insurance on the 
life of the grantor is equivalent to distribu- 


tion to the grantor. 


Under the present decisions of the courts 


and the Board, the “power to revest” does 
not include the retention of a vested rever- 
sion or the possibility that the trust corpus 
may return to the grantor by the terms of 
the trust instrument as distinguished from 


the exercise of a reserved power. 

A determination that a trust does not 
fall within section 166 or 167 does not end 
the matter. The regulations provide that 
the grantor shall be taxed on the income 
of other trusts if he is regarded as remain- 
ing “in substance the owner of the corpus.” 
Unless the trust is one of such purely 
formal character, it would seem that in the 
absence of Congressional action the grantor 
should not be taxed upon income irrev- 
ocably given away even though for only 
a short term. 

Congress did eliminate a loophole which 
formerly enjoyed a considerable vogue. It 
is no longer necessary, in order to tax trust 
income to the grantor, that the power to 
revest the corpus in the grantor be one 
which could have been exercised during 
the taxable year. 

What may a grantor retain under these 
income tax provisions without also retain- 
ing income tax liability on the income of his 
trust? He may name himself trustee, and, 
by this means or otherwise, retain control 
of the management and direction of the trust 
property. His control is less absolute than 
that of an absolute owner since he is ac- 
countable as a trustee for his stewardship. 
The income tax statute deals solely with 
the possibility of benefit to the grantor. The 


only provisions of the revenue acts for 


the taxation of income of trusts to one 
other than the beneficiaries or trustee relate 
to the grantor. 
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For a considerable time, the estate tax 
provisions with regard to the inclusion of 
trusts in the gross estate were substantially 
limited to transfers in contemplation of 
death and to transfers intended to take ef- 
fect in possession and enjoyment at or after 
death. At present, however, the statute is 
very broad. All trusts in which the grantor 
retains a life interest and those in which 
he retains a power to alter are included. 
In the case of powers held by one other 
than the grantor, the express provisions of 
the estate tax act would seem to exclude 
taxing the trust property as part of the 
gross estate of the holder of the power un- 
less the property passes by reason of an 
exercise of the power. 

The short-lived gift tax act of 1924 was 
repealed by the same statute which created 
a conclusive presumption that all transfers 
made within two years prior to death were 
made in contemplation of death and pro- 
vided that the property transferred was 
subject to the estate tax. Shortly after the 
unconstitutionality of the conclusive pre- 
sumption had been determined, the gift tax 
was enacted as part of the Revenue Act 27f 
1932. That Act laid a tax on transfers by 
gifts whether made directly or indirectly, 
and added: 

The tax shall not apply to a transfer of prop- 
erty in trust where the power to revest in the 
donor title to such property is vested in the 
donor, either alone or in conjunction with any 
person not having a substantial adverse interest 
in the disposition of such property or the income 
therefrom, but the relinquishment or termination 
of such power (other than by the donor’s death) 
shall be considered to be a transfer by the donor 
by gift of the property subject to such power, 
and any payment of the income therefrom to a 
beneficiary other than the donor shall be con- 
sidered to be a transfer by the donor of such 
income by gift. 


The regulation now in force follows in 
general the provisions of the 1932 Act. 
There are added one or two statements 
with regard to the nature of an adverse 
interest taken from income tax principles. 


N SPITE OF THE INDICATION THAT THE COURTS 

will attempt to correlate the estate and gift 
tax laws, certain transfers which would 
constitute a gift under traditional common 
law notions will create difficulty. 

In order to prevent facile avoidance of 
income and estate taxes, it may become 
necessary to amend the acts to reach trust 
income and property of “unsubstantial” 
trusts—trusts for short terms, trust with 
valuable “possibilities of reverter”’ and 
trusts in which the grantor may otherwise 
be considered ‘in substance the owner.” 
So far as possible, such amendments 
should be specific and not leave tc the com- 
missioner and the courts the determination 
after the event of what constitutes the re- 
tention of substantial ownership. It may 
be that, in the eternal endeavor of taxpayers 
and the government, respectively, to find 
and close loopholes, it is fair for Congress 
to give a general warning leaving to the 
tax avoiders the risk of whether they find 
themselves on the right side of the line 
finally drawn. Trusts, however, have such 
wide and flexible practical uses that their 
use for other than tax purposes should not 
be hampered by making the tax results too 
uncertain. 

Any variation in the tax structure will 
bring difficulties in its wake, but a frank, 
thoroughgoing recognition of the double 
tax-avoidance character of the gift tax will 
also result in some simplication of difficult 
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problems. Even the vexing question of 
transfers in contemplation of death should 
become of less importance. If every trans- 
fer is taxed expressly from the point of 
view of its effect on the transferor’s gross 
estate, it should become relatively unim- 
portant as to whether the motive of the 
transfer was to affect the gross estate. The 
provision with regard to retention of life 
income might be modified since there seems 
no compelling reason why this method of 
avoiding death duties should be subjected 
to larger burdens than other methods. It 
may not be too much to hope that the 
difficulties of varying tax avoidance devices 
will be somewhat lessened if the taxpayer 
is taxed upon the shifting of tax burdens 
regardless of the motive and the means 
employed. 











































































































THE TAXATION OF MARYLAND 
GROUND RENTS 


H. H. Walker Lewis, Member of the 
Maryland Bar 


3 Maryland Law Review, June, 1939, 
p. 314-337 


The chief interest with regard to real 
estate taxes on land subject to ground rent 
lies in their historical development and the 
application of such taxes as between the 
parties interested in such land. 

Historically the transition has been from 
(1) a tax imposed entirely on the owner 
of the rent or reversion, to (2) the separate 
assessment and taxation of the interests of 
the owner of the rent and of the owner of 
the leasehold, to (3) the assessment of the 
real estate to the owner of the leasehold. 

Just as the form of tax covenant in 
ground rent leases patterned itself on the 
system of taxation, the law and practice in 
turn changed to fit the situation created by 
such tax covenants, It is obviously easier 
for the taxing authorities to assess the en- 
tire value of real estate to the person in 
possession of it. Consequently, after it 
became the universal practice for ground 
rent leases to require payment of all real 
estate taxes by the leasehold owner, there 
was no longer any reason to assess the 
ground rent separately from the leasehold. 
The third phase therefore represents a 
simplification in the tax system made pos- 
sible by the use of lease forms throwing 
the burden of all real estate taxes on the 
leasehold owner, and it is important to 
view it in this light rather than as a sub- 
stantive change in the basis of taxation. 
Until 1929, at least, the law did not attempt 
to change the relative liability of the parties 
concerned for the payment of taxes on real 
estate; it merely took advantage, for col- 
lection purposes, of the tax covenants 
which had come to bc included in ground 
rent leases. 

In the Act of 1812 it was recognized that 
in the absence of an agreement to the con- 
trary the leasehold owner was entitled to 
reimbursement for taxes paid on the re- 
version. The language was changed in 
1874 so as to give the leasehold owner a 
right to recover “taxes levied on the de- 
mised premises” but the important point 
is that in both the 1812 and 1874 Acts it 
was recognized that the leasehold owner 
had the right to recover or offset the taxes 
“unless otherwise agreed between the lessor 
and the lessee”. 

In 1929 this provision was restated in 
such a way as to place the burden of taxes 
on the leasehold owner “with such right to 



























































































































































































































































































































































TAX ES—The Tax Magazine 


indemnity from other persons as may be 
provided for by private contract, expressed 
or implied, in fact or in law”. 


Under the practice which is now followed 


and which has prevailed for a long period, 
the entire value of real estate subject to 
ground rent is assessed to the leasehold 
owner, no separate assessment being made 
of the reversion. 


The decision in P. W. & B. R. R. Co. v. 


Appeal Tax Court, 50 Md. 397, made it clear 
that the reversion and the leasehold should 
be treated separately for tax purposes in 
cases in which a separation was material 
and that the assessment of the entire value 
of the real estate to the leasehold owner 
was merely a rule of convenience for the 
purpose of facilitating the collection of 
taxes. 
against the leasehold owner was in reality 
two taxes, i. e.: 
chargeable to the owner thereof, and a tax 
on the reversion, legally chargeable against 


In other words, the tax assessed 


a tax on the leasehold, 


the owner of the rent but collected from 


the owner of the leasehold as a matter of 
convenience. 


A distinction should probably be drawn 


between exemptions which are based partly 
or entirely on ownership, such as the ex- 
emption of property owned by the B. & O. 
Railroad, agencies of the Federal Govern- 
ment, 
American Legion, 
which are based solely on the use to which 
property is put, as for example the exemp- 
tion of houses and buildings used exclusive- 
ly for public worship. Where the question 


the various the 


and exemptions 


fraternal orders, 
ete., 


is one of ownership it seems clearly im- 


proper to exempt the reversion, which is 


not owned by the exempt person, merely 


because the leasehold is so owned. Where 


the question is solely one of use, the issue 
is harder to define, but even here it would 
seem that the use really extends only to 
the leasehold and should not operate to 
shield the reversion. 


7 COVENANT TO PAY TAXES WHICH IS 
universally included in ground rent leases 
is a covenant which runs with the land. 
It is binding not only upon the original 
lessee (by privity of covenant) but also 
upon succeeding owners of the leasehold 
(by privity of estate), and inures to the 
benefit of succeeding owners of the rever- 
sion. Only the original lessor remains 
liable on the covenant after he disposes of 
the leasehold (and for this reason nearly all 
ground rent leases are originally executed 
to straw men) and succeeding owners of 
the leasehold are liable only for taxes be- 
coming due during the period of their 
ownership. 

Under Chapter 277 of the Laws of 1939, 
rents from 99 year leases perpetually renew- 
able are included within the classification 
of investment income (Sec. 215 (n)) and 
subject to tax to individuals at the rate of 
6% (Sec. 223). 

The Maryland Court of Appeals has al- 
ready held one income tax on ground rents 
unconstitutional and it is not at all im- 
possible that an attack will be made on the 
1939 Act insofar as it applies thereto. Ap- 
parently the only other jurisdiction in 
which ground rents flourish is the State of 
Pennsylvania, but the Pennsylvania type 
of rent is quite different from the Maryland 
variety and it is very doubtful whether 
ground rents from Pennsylvania real estate 
would be included within the definition of 
“ground rents” as set out in Section 215(k) 
of the Maryland law. 
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The state inheritance tax does not apply 


to real estate outside of the State of Mary. 
land, even if there is an equitable cop. 
version of such real estate pursuant to the 
terms of the will of the testator, and for 
this reason ground rents issuing from the 
property situated outside of Maryland would 
not be subject to Maryland inheritance 
taxes. 
estate located in Maryland are subject to 
Maryland inheritance taxes even although 
the owner of the rent was domiciled out. 
side of the state, and this rule also is not 
altered by the equitable conversion of the 
property under the will of the testator. 


Ground rents issuing out of real 


In an opinion dated June 12, 1937 the 


Attorney General ruled that ground rent 
leases were subject to the recordation tax 
as well as to the fifty-cent recordation fee 
and further ruled that in the absence of 
better evidence as to the consideration 
passing between the parties, such might 
properly be determined by calculating or 
estimating the total rent payable during the 
life of the lease. This opinion was amended 
and enlarged in a later opinion dated July 
2, 1937, the final conclusion being that the 
amount of tax to be collected upon the 
creation of a ground rent lease should be 
based upon the actual consideration paid for 
the leasehold, without including amounts 
representing rents to be paid in the future. 
It was also ruled that where a ground rent 
is created by lease to a straw man, the 
leasehold then being assigned to the real 
purchaser, the tax is not payable on the 
lease to the straw man but must be paid 
on the assignment of the leasehold to the 
real party in interest. 


Sums received as ground rents are, of 


course, taxable as income to the owner of 


the rent. An interesting question arises, 
however, as to whether such sums are 
deductible by the leasehold owner. In the 


case of a residential property it is clear 
that sums paid as ordinary house rent are 
not deductible for federal income tax pur- 


poses. On the other hand sums paid as 


mortgage interest on residential property 


are deductible. 

It has been ruled by the Bureau of 
Internal Revenue that a deed creating a 
Pennsylvania ground rent is subject to tax 
and that later assignments by the tenant 
or by the owner of the rent of their respec- 
tive interests in the property are also sub- 
ject to the stamp tax. This ruling has been 
applied to Maryland ground rents. 


IMPROVEMENTS BY A TENANT AS 
REALIZED INCOME TO 
THE LANDLORD 
Wilbert J. Hohlt 
24 Washington University Law Quarterly, 
June, 1939, p. 563-582 

In 1919, for the first time, a United States 
Circuit Court of Appeals was called upon 
to decide whether a lessor realized taxable 
income upon repossession of his property 
after a lessee had made improvements 
thereon at his own expense. Since then 
there has been wide difference of opinion 
as to when, if ever, a lessor realizes income 
as the result of improvements made by the 
lessee. The Board of Tax Appeals and the 
lower Federal Courts have decided a num- 
ber of cases involving the problem, often 
basing their decisions on factors and cif 
cumstances given very little consideration 
in previous or subsequent cases. Not unt! 
recently was the question decided by the 


(Continued on page 596) 
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ALABAMA Real property tax (second installment) due. | November 15 
November 1 November 15—— Beer tax due. 
Automobile dealers’ reports due. Alcoholic beverage reports due from manu- | November 30—— 
November 10 facturers, rectifiers or dealers. Gasoline tax reports and payment due. 
Alcoholic beverage reports due from distrib-| Gasoline distributors’ returns due. 
utors, retailers and wholesalers. Use fuel tax reports and payment due. 
Automobile dealers’ reports due. November 20 FLORIDA 
November 15—— Beer and wine reports and taxes due. November 1 
Carriers’, warehouses’ and transporters’ gaso-| Motor carriers’ gross receipts tax due. Property taxes due. 
line tax reports due. November 10—— 
COLORADO Alcoholic beverage reports due from dealers 
and manufacturers. 
November 10—— November 15 
Motor carriers’ reports and taxes due. Alcoholic beverage reports due from carriers 
November 15 , and transporters. 
Coal mine owners’ reports due. Chain store gross receipts tax reports and pay- 
Coal tonnage tax reports due. ment due. 
Sales tax reports and payment due. Gasoline tax reports and payment due. 
Service tax reports and payment due. 
Use tax reports and payment due. 
November 25—— 
» GEORGIA 
Carriers’, warehouses’ and transporters’ lu-| C0! mine owner’s royalty tax due. N — 
bricating oils tax reports due Gasoline tax reports and payment due. ovember 
Last day for motor vehicle registration Corporation registration statement and fee 
: ’ , due. 
seam tax under 1932 Act due. CONNECTICUT November 10 
Automobile dealers’ reports due. November 1 Tobacco wholesale dealers’ reports due. 
Coal and iron ore mining tax reports and| Gasoline tax due. ay - ee 
payment due. Property tax returns due. a everage x reports and payment due. 
Gasoline tax reports and payment due. November 15 ee ” 
Lubricating oils tax reports and payment due.| Gasoline tax reports due. Gasoline tax report and payment due. 

















November 30—— 


Sales tax reports and payment due (including Payroll tax due 


small taxpayers). 















IDAHO 





ARIZONA 
November—First Monday: 
Bank share tax installment due. 
November 15—— 
Gasoline tax reports and payment due. 
Gross income reports and payment due. 
Motor carriers’ reports and taxes due. 






November 10—— 
Beer dealers’ reports due. 

November 15—— 
Electric power company reports and taxes due. 
Gasoline tax reports and payment due. 





















November 25—— —- and — railway taxes (semi-annual 
Motor fuel carriers’ reports due. installment) due. 
November 20 ILLINOIS 
Alcoholic beverage tax reports due. November 10—— 
ARKANSAS Motor carriers’ mileage tax due. 


November 9—— 
Alcoholic beverage consumers’ sales tax due. 
November 10—— 

— resources severance tax and report 
ue, 
November 15. 
Income tax (second installment) due. 
Sales tax reports and payment due. 

November 20—— 


DELAWARE 
November 15—— 
Alcoholic beverage reports due from importers 
and manufacturers. 
Gasoline tax reports due from filling stations. 
November 30—— 
Carriers’ gasoline report due. 
Distributors’ gasoline tax reports and payment 

































Gasoline tax reports and payment due. due. 
DISTRICT OF COLUMBIA November 15 
CALIFORNIA November 10—— Alcoholic beverage reports—last day to file. 
November 1 Alcoholic beverage reports due from manufac- Alcoholic beverage reports due from ware- 
Gasoline tax due. turers, retailers and wholesalers. housemen. 


Personal property tax secured by real estate Beer reports due from licensed manufacturers Public utility reports and taxes due. 
due, and wholesalers. Sales tax reports and payment due. 
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November 20—— 

Gasoline tax reports and payment due. 
November 30 
Transporters’ gasoline tax reports due. 





INDIANA 

November—First Monday 
Property tax (semi-annual installment) due. 

November 15—— 

Bank and trust company intangibles tax re- 
ports due. 

Bank share tax reports due. 

Carriers’ gasoline tax reports due. 

November 20 
Bank and trust company intangibles tax due. 
Bank share tax due. 

Building and loan association intangibles tax 
report and payment due. 
Payroll tax due. 

November 25 

Gasoline tax report and payment due. 














IOWA 


November 10—— 

Beer tax reports and payment due from class 

“‘A"’ permittees. 

Carriers’ gasoline tax report due. 

Motor carriers’ ton-mile tax report due. 
November 15 

Motor carriers’ ton-mile tax due. 
November 20—— 

Gasoline tax reports and payment due. 





KANSAS 
November 10—— 
Malt beverage reports and taxes due. 
November 15—— 


Carriers’ gasoline tax reports and payment 
due. 


Compensating tax reports and payment due. 
Motor carriers’ gross ton-mile tax reports and 
payment due. 
November 20—— 
Sales tax reports and payment due. 
November 25 
Gasoline tax reports and payment due. 

















KENTUCKY 
November 10—— 
Alcoholic beverage blenders’ 
taxes due. 
Alcoholic beverage reports duc. 
Gasoline tax reports due from importers and 
refiners. 
November 15. 
Income tax (third installment) due. 
Mileage tax due from passenger carriers. 
Motor vehicle fuel (other than gasoline) re- 
ports and tax payment due. 
Public utility gross receipts tax reports and 
payment due. 
November 20 
Oil production tax reports and payment due. 
November 30—— 
Gasoline tax reports and payment due from 
dealers and transporters. 


and rectifiers’ 
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LOUISIANA 
November 1 





Public utility license and pipe line transporta- 


tion taxes due. 
Tobacco wholesalers’ reports due. 





November 10—— 


Importers’ gasoline tax reports and payment 


due. 


Importers’ kerosene tax reports and payment 


due. 
Importers’ light wine and beer reports due. 
Importers’ lubricating oils reports due. 
November 15 
Carriers’ 
Carriers 





gasoline tax reports due. 

kerosene tax reports due. 
Carriers’ light wine and beer reports due. 
Carriers’ lubricating oils reports due. 
Income tax (third installment) due. 
Intoxicating liquor dealers’ 

turers’ reports due. 

Tobacco wholesalers’ reports due. 

November 20 


, 
’ 
, 





City of New Orleans sales tax reports and pay- 


ment due. 


Dealers’ and manufacturers’ light wines and | November 15 


beer tax reports due. 


Dealers’ gasoline tax reports and payment 
due. 

Dealers’ kerosene tax reports and payment 
due. 


Lubricating oils tax due; dealers’ reports due. 


Petroleum solvents reports due. 

Sales tax reports and payment due. 
November 30—— 

Payroll tax due. 


MAINE 
November 1 


Gasoline tax due. 
November 10—— 





Malt beverage reports due from manufacturers 


and wholesalers. 
November 15—— 
Gasoline tax reports due. 


MARYI-AND 
November 10—— 
Additional tax on whiskey due. 
Admissions tax due. 
November 30—— 
Beer tax reports and payment due. 
Gasoline tax reports and payment due. 


MASSACHUSETTS 
November 10—— 


Alcoholic beverage tax reports and payment 


due. 
November 15—— 


Cigarette tax report and payment due. 
November 30—— 


Gasoline tax reports and payment due. 


MICHIGAN 





November 1 


Gas and oil severance tax reports and payment 


due. 





November 5 
Carriers’ gasoline tax reports due. 

November 15 
Sales tax reports and payment due. 
Use tax reports and payment due. 








and manufac- 


October, 1939 


November 20 


Distributors’ gasoline tax reports and payment 
due. 





MINNESOTA 
November 1 
Money and credits tax return due. 
Property tax (second semi-annual installment 
due. 
November 10 
Alcoholic beverage reports due from brewers, 
manufacturers and wholesalers. 
Iron severance tax reports due from carriers. 
November 15 
Interstate motor carriers’ mileage tax due. 
November 25—— 
Gasoline tax due. 











MISSISSIPPI 





November 5 
Factory reports due. 

November 10—— 
Admissions tax reports and payment due. 











Gasoline tax reports and payment due. 

Light wine and beer reports due from distrib- 
utors, retailers and wholesalers. 

Sales tax reports and payment due. 

Tobacco reports due from distributors, manu- 
facturers and wholesalers engaged in inter- 
state commerce. 

Use tax reports and payment due. 


MISSOURI 
November 5. 


Non-intoxicating beer reports due from per- 
mittees. 
November 15—— 
Gasoline tax reports due. 


Retail sales tax reports and payment due. 
November 25 


Gasoline tax due. 








MONTANA 
November 15 
Brewers’ and liquor wholesalers’ tax reports 
and payment due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 





November 20—— 
Crude petroleum reports due from dealers and 
refiners. 
November 29. 
Telephone company tax reports and payment 
due. 
November 30—— 
Bank share tax due. 
Freight line company taxes due. 
Metalliferous license tax—last day to pay. 
Property tax (semi-annual installment) due. 





NEBRASKA 
November 1 


Bank share tax due. 

Express company taxes and reports due. 
November 15 

Alcoholic beverage reports due from manu- 

facturers and wholesale distributors. 
Gasoline tax reports and payment due. 
Imitation butter reports and tax due. 
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November 15—— November 10. 
Carriers’ gasoline tax reports due. 


Fuel users’ tax reports and payment due. 


Alcoholic beverage reports and fees due from 


Gasoline tax reports due. 


November 1 
Bank share tax (quarterly installment) due. 
Property tax (quarterly installment) due. 

November 10——— 

Excise tax reports and payment due from in- | November 20—— 


November 15 
Alcoholic beverage reports due. 


Carriers’ gasoline tax reports due. 
Distributors’ gasoline tax reports and pay- 


Payroll tax due. 


Oil and gas conservation report due. 
Severance tax reports and payment due. 
November 20-——— 


Motor carriers’ reports and taxes due. 
November 25——— 


Gasoline tax reports and payment due. 


November—— 


November 15—— 
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NEVADA NORTH CAROLINA 








November 25 : due. 
Dealers’ gasoline tax reports and payment due. Carriers’ gasoline tax reports due. 





November 15 


due. 

Sales tax reports and payment due. 
Spirituous liquor tax due. 

November 20 





due. 


reports and taxes due. 
November 25—— 
Payroll tax due. 





NORTH DAKOTA 


NEW HAMPSHIRE — 





November 1 Alcoholic beverage transaction tax reports and 
Bou due. payment due. 
ovember 





Gasoline tax reports and payment due. 


Interstate motor carriers’ taxes due. 
manufacturers and wholesalers. 


vember 15 





NEW JERSEY 





terstate busses. Payroll tax due. 


Gross receipts tax reports and payment due 


from busses in municipalities. OHIO 





November 10—— 


Admissions tax reports and payment due. 
vember 30 





and ‘‘B"”’ permittees. 
November 15 





ment due. 


rettes. 
November 20. 
Dealers’ gasoline tax reports due. 
NEW MEXICO November Sos 





Carriers’ gasoline tax reports due. 
November 15—— 
Occupational gross income tax reports and 


Gasoline tax due. 
payment due. 


OKLAHOMA 
November 1 





ports and payment due. 
Property tax (installment) due. 
November 5 





Use or compensating tax reports and payment 


yt Mine (other than coal) operators’ reports due. 


November 10 
Airports’ gross receipts tax due. 





NEW YORK 


Electric, gas, water, etc., company reports and 
taxes due. 


Insurance company franchise tax due during 
month, 


Franchise (income) tax (second installment) 
due. 


Transportation and transmission company ad- 





ditional taxes and reports due. Alcoholic beverage reports and payment due. 
November 20 





November 15—— 
Alcoholic beverage taxes and reports due. Gasoline tax reports and payment due. 
Motor carriers’ mileage tax due. 
Sales tax reports and payment due. 
November 20—— 
Coal mine operators’ reports due. 


Use tax reports and payment due. 


OREGON 
November 10—— 





ovember 25——— November 20—— 

New York City conduit company taxes due. Alcoholic beverage tax reports and payment 
New York City public utility excise tax due. due. 

ovember 30——. Gasoline tax reports and payment due. 

New York City gross receipts tax due. Motor carriers’ reports and taxes due. 


Gasoline tax reports and payment due. Payroll tax due. 


Alcoholic beverage tax and railroad report 


Compensation use tax monthly report and tax 


Distributors’ gasoline tax reports and payment 


Franchise bus carriers’ and haulers’ monthly 








Alcoholic beverage reports due from class ‘‘A’”’ 


Use tax reports and payment due on ciga- 


Oil, gas and mineral gross production tax re- 


Diesel fuel oil tax reports and payments due. 


Oil production tax reports and payment due. 











PENNSYLVANIA 





November 10 
Malt beverage reports due. 
Importers’ spirituous and vinous liquor re- 
ports due. 


































November 15—— 
Manufacturers’ alcoholic beverage tax reports 
arid payment due. 
November 30: 
Gasoline tax reports and payment due. 











RHODE ISLAND 























November 10 
Manufacturers’ alcoholic beverage reports due. 
November 15 
Gasoline tax reports and payment due. 
















SOUTH CAROLINA 
November 10—— 
Admissions tax reports and payment due. 
Power tax—last day to file return and pay 
tax. 
November 20—— 
Gasoline tax reports and payment due. 














































SOUTH DAKOTA 


November 1 

Passenger motor carriers’ taxes due. 
November 14—— 

Gross receipts tax on intoxicating liquors due. 
November 15—— 

Intoxicating liquor distillers’, manufacturers’ 

and wholesalers’ reports due. 

Gasoline tax reports due. 

Sales tax reports and payment due. 

Tractor fuel reports due. 

Use tax reports and payment due. 























TENNESSEE 
November 
Cottonseed oil mill reports due. 
November 10 
Alcoholic beverage reports—last day to file. 
Barrel beer tax due. 
Carriers’ gasoline tax reports due. 
November 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Liquid carbonic acid gas dealer’s monthly re- 
port and tax due. 







































TEXAS 











November 15—— 
Oleomargarine dealers’ reports and taxes due. 
November 20-— 
Gasoline tax reports and payment due. 
November 25—— 
Carbon black production tax reports and pay- 
ment due. 
Natural gas production tax reports and pay- 
ment due. 















































Oil production tax reports and payment due. 
Theatre prizes and awards taxes and reports 
due. 
November 30—— 
Payroll tax due. 
Property taxes (first installment) due. 
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UTAH 





November 10 
Carriers’ gasoline tax reports due. 


Liquor licensees’ reports due. 


November 15 


Distributors’ and retailers’ 
ports and payment due. 


Sales tax return and payment due. 
Use tax return and payment due. 





gasoline tax re 


Novmber 30—— 
Property tax becomes delinquent at noon. 


VERMONT 

November 10 
Alcoholic beverage reports due. 

Property taxes payable in installments due. 





tax 


November 15 





Electric light and power company reports and 


taxes due. 


November 30 
Deposits tax due national banks. 
Gasoline tax reports and payment due. 





from 


Payroll tax due. 


VIRGINIA 





November 10 
Beer dealers’, 
ports due. 


bottlers’ and manufacturers’ re 


November 20—— 
Gasoline tax reports and payment due. 


WASHINGTON 

November 10—— 

Brewers’ and 

reports due. 

November 15 

Admissions tax reports and payment due. 
Butter substitutes reports and taxes due. 

Gasoline tax reports and payment due. 


manufacturers’ malt 





Gross income tax returns and payment due. 


products | 


| November 


| 





Public utility gross operating tax reports and | 


payment due. 


Sales tax reports and payment due. 
Use tax reports and payment due. 


WEST VIRGINIA 

November 1 
Bank share tax due. 

Property tax (semi-annual installment) due. 





November 10 


Alcoholic beverage tax 
due. 
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November 15—— | 


November 10 







| 


reports and payment | 


Sales tax reports and payment due. 
November 30 


Gasoline tax reports and payment due. 
Payroll tax due. 


November 20 


November 30 


November 10 


November 15 








WISCONSIN 





Payroll tax due—date stamped on form. 





Alcoholic beverage tax reports due. 


yasoline tax reports and payment due. 





Privilege dividend tax due. 





WYOMING 





Bank share tax (installment) due. 
Carriers’ gasoline tax reports due. 


Property tax (semi-annual installment) due. 


November 15—— 


Gasoline tax reports and payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 


November 20—— 


Motor carriers’ taxes and reports due. 


FUDERAL 





Corporation income tax and 
return due for fiscal year 
Form 1120. 

Entire income-excess profits tax or first quar- 
terly installment due on returns for fiscal 


excess profits tax 
ended August 31. 


year ended August 31. Forms 1040, 1041, 
1120, 1120H, 1120L. 


Entire income tax or first and second quar- 
terly installments due under general exten- 
sion (citizens abroad, etc.) for fiscal year 
ended May 31, with interest at 6% from 
August 15 on first installment. Form 1040 or 
1120. 

Entire income tax or first quarterly install- 
ment due on returns of nonresidents for 
fiscal year ended May 31. Forms 1040, 
1120NB. 

Fiduciary income tax return due for 
vear ended August 31. Form 1041. 
Foreign partnership return of income due by 

general extension for fiscal year ended May 

31. Form 1065. 


fiscal 





























Individual income tax return due by general | 


extension for fiscal year ended May 31, in 
case of American citizens abroad. Form 1040. 

Individual income tax return due for fiscal 
vear ended August 31. Form 1040. 


October, 1939 











November 15 continued 


Last quarterly income tax payment due o, 
returns of nonresidents for fiscal year enge; 
August 31, 1938. Forms 1040B, 1040Np 
1040NB-a, 1120NB. 


Life insurance company income tax retyp 
due for fiscal year ended August 31, Form 
1120L. . 


Monthly information return of stockholde;s 


and directors of foreign personal holding 
companies due for October. Form 957, ~ 


Nonresident alien individual income tax je. 
turn due for fiscal year ended May 3, 
Form 1040B. 


Nonresident alien individual income tax re. 
turn due (no U. S. business or office) for 
fiscal year ended May 31. Form 1040NB. 

Nonresident foreign corporation income tax 
return due for fiscal year ended May 31 
Form 1120NB. 


Partnership return of income due for fisea 
year ended August 31. Form 1065. 













Personal holding company returns due for 
fiscal year ended August 31. Form 1120H. 


Resident foreign corporations and domestic 
corporations with business and books abroad 
or principal income from U. S. possessions 
—returns due for fiscal year ended May 3! 
by general extension. Form 1120. 


Second quarterly income-excess profits tax 
payment due for fiscal year ended May 31. 
Forms 1040, 1041, 1120, 1120H, 1120L. 

Second quarterly income tax payment due on 
returns of nonresidents for year ended 
February 28, 1939. Forms 1040B, 1120NB. 

Stockbrokers’ monthly return of stamp account 
due for October. Form 8338. 

Third quarterly income-excess profits tax pay: 
ment due for year ended February 28, 1939 
Forms 1040, 1041, 1120, 1120H, 1120L. 

November 20—— 


Monthly information return of ownership cer- 
tificates and income tax to be paid at source 
on bonds due for October. Form 1012. 


November 30 


Admissions, dues and safety deposit box rent- 
als tax due for October. Form 729. 





Excise tax on electrical energy, telegraph an’ 
telephone facilities and transportation of 0 





by pipe line due for October. Form 727. 
Excise tax on lubricating oils, fancy wooden 
matches, and gasoline due for Octobe 


Form 726. 
Excise taxes on sales due 


29 


for October. Fort 


la . 

Processing tax on oils due for October. Form 
932. 

Sugar (manufactured) tax due for Octobe 





Form 1 (Sugar). 
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ALABAMA DELAWARE 


The Delaware Legislature adjourned sine 
die on August 29. The following bill has 
been approved: 


NDER the above heading, report 

is made of the introduction of, and 
action taken on, state tax legislation of 
importance to business interests. The 
section is confined to bills pending in 
state legislatures, and the final report 
covers enactment, when the bill is 
listed under the caption “approvals.” 
This feature is made possible through 
the facilities of the Commerce Clearing 
House Legislative Reporting Depart- 
ment, which furnishes a twenty-four 
hour reporting service on all subjects 
for all states. A copy of the text of 
any bill reported may be obtained for 

a service charge of one dollar. 


The Alabama Legislature on September 
15 recessed until June 25, 1940. The follow- 
ing bills have been approved or have passed 
both Houses and are in the Governor’s Approval 
hands awaiting executive action: 

Personal Property Tax.—S. B. No. 325 
amends H. B. No. 227 of 1939, which repealed 
all personal property tax, so as to permit 
the levy of taxes on lands under lease or 
demise or upon buildings, improvements, 
equipment or structures on such lands o1 
poles or wires maintained thereon. 


Approvals 


Automobile Taxation.—H. B. No. 887 
amends Schedule 158.15 of Article 13, Chap- 
ter 6, of an act entitled “An Act to provide 
for the general revenue of the State of 
Alabama,” approved July 10, 1935. 


oer Gross Income Tax.—H. B. No. 365 
May 1. @ amends, by adding thereto Section 53/4, an 
ay act entitled “An Act to further provide for 
the general revenue of the State of Ala- 
bama,” approved February 8, 1939. 
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NEW JERSEY 


The New Jersey Legislature continues in 
recess. Following are new laws not previ- 
ously reported: 


t due on 
ir ended 
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Act approved February 8, 1939, entitled 
“An Act to further provide for the general 
revenue of the State of Alabama.” 


Property Tax.—H. B. No. 868 authorizes 
County Boards of Equalization to fix the 
value of property for the purposes of 
taxation. 


Approvals 


Certificates of Incorporation.—S. B. No. 
216 amends Sections 14:2-4 and 14:2-5, Re- 
vised Statutes, by providing that certified cop- 
ies of certificates of incorporation shall be 
filed with the county clerk of the county 

in which the principal 
office is located. Chap- 
ter 249. 


Motor Tractors’ Taxation—H. B. No. 
892 amends Schedule 158.10 of Section 348, 
iene Article XIII, Chapter 6, of an Act pro- 
ze a viding for the general revenue of the State, 
* approved July 10, 1935. 


Sales Tax.—H. B. 
No. 490 amends Sec- 
tion XXII of an Act 
entitled “An Act to 
iurther provide for the 
i, f general revenue of the 
alee State of Alabama.” 


Tax Exemptions. — 
H. B. No. 896 amends 
an Act providing for the 
general revenue of the 
State, relative to tax ex- 
emptions to encourage 
industry. The section 
amended includes milk, 
enamel, farm implement, 
and other factories. 
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Inheritance Tax—Ex- 
emptions.—S. B. No. 268 
amends Section 54:34-4, 
Revised Statutes, by ex- 
empting from the inheri- 
tance tax, the proceeds 
of insurance payable to 
named beneficiaries other 
than the insured’s estate, 
executors or administra- 
tors. Chapter 303. 


Tax Revision Com- 
mission.—S. B. No. 408 
provides that the New 
Jersey Commission on 
Tax Law Revision shall 
continue in office until 
July 1, 1940. Chapter 
268. 


Winery Licenses.—A. 
B. No. 321 amends Sec- 
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Gross Income Tax.— 
H. B. No. 439 amends 
subdivision (3) of Sec- 
tion 345.10 and subdi- 
vision (4) of Section 
545-18 of an act entitled 
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WISCONSIN 


The Wisconsin Legislature remains in ses- 
sion. Following are bills not previously 
reported: 

Introductions 


Income Tax—Nonresidents.—_S. B. No. 
571 amends section 71.01, paragraph (c) of 
subsection (3) of section 71.02, subsection 
(1) of section 71.03 and subsection (3) of 
section 71.09 of the statutes, relating to the 
payment of income tax by nonresidents of 
the state. To Corporations and Taxation 
Committee. 


State Revenue.—A. B. No. 953 provides 
revenue for state aid to old-age assistance, 
dependent children, blind persons, other 
charitable aids, state school aid and emer- 


IMPROVEMENTS BY A TENANT AS 
REALIZED INCOME TO THE 
LANDLORD 


(Continued from page 590) 


Supreme Court of the United States and 
that court’s opinion lends little aid in at- 
tempting a correct solution of this much 
unsettled question. 


Probably the most important issue is as 
to the constitutionality of the regulations 
of the Treasury Department promulgated 
under the various revenue acts since the 
adoption of the Sixteenth Amendment to 
the Federal Constitution. 


Upon the face of the Regulations it does 
not appear that they violate any consti- 
tutional rights of the taxpayer. It would 
seem that if Congress should pass a reve- 
nue act providing that improvements by a 
lessee should constitute taxable income to 
the lessor, either upon completion of the 
improvements or upon termination of the 
lease, the courts would not be likely tuo 
construe the language of the Sixteenth 
Amendment so narrowly as to hold such 
a statute invalid if a practical method of 
administration could be found. 


The more recent cases have held that 
such improvements are not realized income 
within the meaning of the Sixteenth Amend- 
ment until the property has been sold or 
exchanged. One recent case, on the other 
hand, affirmed a Board of Tax Appeals 
decision holding that the lessor did realize 
income when improvements were made, but 
in that case the petitioner failed to over- 
come the presumption of correctness of 
the commissioner’s finding. 


The Hewitt Realty case, 76 F. (2d) 880, 
pointed out that while inseparable improve- 
ments could logically be held income, they 
were not “realized income” within the defi- 
nition of “realized income” in Eisner v. 
Macomber, 252 U. S. 189, and therefore are 
classed as capital accretions. 


The Supreme Court has recently departed 
materially from the idea of “separation” as 
a test for determining when income is re- 
alized in stock dividend cases. In Helvering 
v. Gowran, 302 U. S. 238, a preferred 
stockholder received a dividend of com- 
mon stock which he sold back to the 
corporation at par value. The stockholder 
contended this was a sale of capital assets 
and should not be taxed as income. The 
court, however, held that the dividend was 
income within the meaning of the Sixteenth 
Amendment and the proceeds were taxed 
accordingly. 














TAX ES—The Tax Magazine 





October, 1939 





gency relief. The Act amends sections re- 
lating to personal income tax, corporation 
taxes, tobacco tax, liquor tax, estates tax, 
gift tax, and the chain store tax. It also 
relates to warehouses, insurance and relief. 
To Calendar Committee. 


Tax Deeds.—A. B. No. 955 amends sub- 
section (2) of section 75.12 of the statutes 
relating to tax deeds. To Judiciary Com- 
mittee. 

Approvals 


Inheritance Tax.—S. B. No. 359 relates 
to taxation of insurance under the inherit- 
ance tax law. Chapter 405. 


Licenses—Poultry Dealers—S. B. No. 
331 relates to the licensing and bonding of 





accretions to capital rather than income is 
based on an analogy to increment in value 
of property resulting from growth of the 
surrounding neighborhood, or increase in 
value of a share of stock. In case of 
improvements by a lessee, however, in- 
crease in value does not result from growth 
of the neighborhood or the gradual increase 
of a share of stock, but is a result of the 
acquisition of a physical tangible asset 
which comes into the hands of the lessor 
as the result of his business transaction 
with the lessee. 


The statute, though frequently repassed 
and though amended materially in other 
phases, has remained substantially the same 
so far as it affects the problem here in- 
volved. Despite similarity of the statutes 
the policy of the Treasury Department, as 
evidenced by its Regulations, has fluctu- 
ated in what was, perhaps, an unwise at- 
tempt to follow too closely the courts’ 
decisions. 


Under the provisions of present Regu- 
lations it is apparent that where a tax- 
payer elects to report income upon basis 
(b) or (c) and the improvements will 
have value at the natural termination of the 
lease, and the lease is prematurely termi- 
nated, the lessor receives taxable income 
in the vear of termination in an amount 
equal to the difference between the amount 
already reported and the fair market value 
of the improvements at date of termination. 
This could apparently be avoided by re- 
porting income upon basis (a). 

Realizing the extreme difficulty presented 
in attempting to administer the provisions 
of the Regulations a General Counsel’s 
memorandum opinion was handed down 
holding that the taxpayer derived no tax- 
able income upon completion of the build- 
ing and other improvements erected by the 
lessee where the lease contained an option 
for three renewals. It should be noted here 
that in the facts there considered, the lease 
provided that the title to the building and 
improvements should remain in the lessee 
until termination of the lease. 

From time to time the Board and the 
courts have considered other factors as 
important in determining whether improve- 
ments constitute income before the sale of 
the property. In some cases it is insisted 
that improvements are additional rents, and 
rent constitutes income regardless of what 
form it takes. It has been suggested, how- 
ever, that improvements are not rent, and 
in the Blatt Co, case, 305 U. S. 267, the 


Generally the idea that improvements are 


dealers in poultry and poultry produc: 
Chapter 415. 


Mileage Tax.—A. B. No. 706 relates ; 


mileage taxes on motor vehicles. Chapter 
427. 


Tax Commission.—A. B. No. 689 pro. 
vides for the reorganization of the tay 
commission. Chapter 411. 


Tax Exemptions.—S. B. No. 206 relate; 
to tax exemptions and the assessment oj 


taxes on property on a public wharf. Chap. 
ter 414, ; 


Tax on Cheese.—A. B. No. 908 relates 
to the exemption from taxation of certair 
natural uncured cheese while held for curing 
in the place of manufacture. Chapter 43) 














Court said, “Even when required, improve. 
ments by lessee will not be deemed rent 
unless intention that they shall be is plain!y 
disclosed.” 

By holding that income is realized only 
when property is sold, the courts have 
avoided the uncertainties inherent in de- 
termining the value of a certain improve 
ment a given number of years hence. That 
holding also avoids the problem of valu- 
ation of improvements at the time the lease 
is terminated. 

It is possible that the Supreme Court 
may uphold a Regulation that the lessor 
derives income from improvements either 
at the termination of the lease or upon: 
sale of the property, whichever occurs first, 
and that such income be computed by the 
excess, if any, of the amount received upon 
the sale, or of the estimated value of the 
property at the end of the lease, over and 
above the tax base. The doctrine that a 
mere increase in value, not consummated 
by a sale or otherwise severed, does not 
constitute taxable income may effectually 
prevent adoption of the solution outlined 
above. It would appear that at present the 
Board of Tax Appeals is of opinion that 
such doctrine will prevent the outlined so- 
lution. 





TALKING SHOP 
(Continued from page 587) 
Guess Again Department 


“A common complaint is that taxes are 
so high that business is being strangled t 
death. Then follows the cry that if we 
had a competent Congress, made up 0 
real business men taxes would be immedi 
ately reduced. 

“We must expect that very large amounts 
will have to be raised by the Government for 
many years to come. I do not believe ther 
will be any radical changes in the methods 
of raising our taxes.” 

The foregoing is an extract from al 
article by F. W. Main. It sounds like 193? 
Actually you can find it in the February, 192% 
issue of the Certified Public Accountant. 


Error Corrected 
E. L. Gluck, attorney of New York City, 


calls our attention to an error on page 524 
of our September issue. The last pare 
graph of the first column should begin 
“Section 220 of the Revenue Act of 193” 
amending Section 107 of the Internal Rev 
enue Code .. .” 
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Alleged Shifts in Constitutional Doctrines 


(Continued from page 575) 

The Court continued: 

“More nearly at hand, perhaps, is the supplying of gas and 
electricity, but when, if at all, that comes about it will hardly 
be said that governmental existence as such, required it. On 
the contrary, due regard must be had to distinguish between 
those activities which, though impressed with a public interest 
and sometimes, even often, performed by government, are 
nevertheless done in a proprietary capacity in supplying to 
the public for a direct charge what it could, and otherwise 
would, procure from private sources, and those services which 
have become the usual activities of government because 
purely governmental power is in some degree essential to 
their performance. When a State Government or one of its 
subdivisions engages, however rightfully, in something 
beyond that field, and to which but for that extension the 
federal taxing power would reach, there is no immunity.” 


The case eventually reached the Supreme Court on 
petition for certiorari. Mr. Justice Sutherland deliv- 
ered the opinion of the Court, reversing the lower 
court and the Board. Mr. Justice Roberts and Mr. 
Justice Brandeis dissented. 


Mr. Justice Sutherland based the decision on the 
case of New York, ex rel., Rogers v. Graves, 299 U.S. 
401, the opinion in which case he also wrote. In 
Rogers v. Graves, the salary of the General Counsel 
of the Panama Railroad Company, the capital stock 
of which was owned solely by the United States, the 
Court held was immune from state taxation because 
“it would burden a federal instrumentality.” 


In the course of his opinion, Mr. Justice Sutherland 
pointed out that the phrase “governmental functions” 
has been qualified by the Supreme Court in a variety 
of ways. In the case of South Carolina v. United 
States, 199 U. S. 437, it was suggested that the exemp- 
tion of state agencies from federal taxation was lim- 
ited to those which were of strictly governmental 
character and did not extend to those used in the state in 
carrying on an ordinary private business. It was further 
pointed out in Flint v. Stone-Tracy Co., 220 U. S. 107, 
that the immunity from taxation was related to the essen- 
tial governmental functions of the state. Also in Helver- 
ing v. Powers, 293 U. S. 214, the Supreme Court said 
that the state “cannot withdraw sources of revenue 
from the federal taxing power by engaging in business 
which constituted a departure from usual governmen- 
tal functions.” The Court further pointed out that in 
United States v. California, 297 U.S. 175, the suggested 
limit of federal taxing power was in respect to activi- 
ties in which the states have traditionally engaged. 


7 Notwithstanding these well-reasoned essentials, the 
Court finally held that the imposition of the tax was 
unconstitutional. 


Mr. Justice Roberts, who dissented in the Brush 
case, said: 


“The need of equitable and uniform administration of tax 
laws, national and state, and the just demand of the citizen 
that the rules gov erning the enforcement of those laws shall 
be ascertainable require an attempt at rationalization and re- 
Statement. 

“It seems to me that the reciprocal rights and immunities 
of the National and State Governments may be safeguarded 
by the observance of two limitations upon their respective 
powers of taxation. These are that the exactions of the one 
must not discriminate against the means and instrumentalities 
of the other and must not directly burden the operations of 
that other. To state these canons otherwise: an exaction by 
either government which hits the means or instrumentalities 


ALLEGED SHIFTS IN CONSTITUTIONAL DOCTRINES 


of the other infringes the principle of immunity if it dis- 
criminates against them and in favor of private citizens or 
if the burden of the tax be palpable and direct rather than 
hypothetic and remote. Tested by these criteria the imposi- 
tion of the challenged tax in the instant case was lawful.” 

This dissenting opinion of Mr. Justice Roberts is 
now the law. 


In the recent case of Graves v. O’Keefe, 59 S. Ct. 
595, decided in March of the present year, the Supreme 
Court overruled the decision in Rogers v. Graves, 
Brush v. Commissioner, Dobbins v. Commissioner and 
Buffington v. Day. 


The decision in the Graves, case was written by Mr. 
Justice Stone who delivered the remy of the Court 
in Helvering v. Gerhardt, 304 U. S. 405, holding that 


the Federal Government might tax ‘the salaries of em- 
ployees of a corporation created as a state agency. 


In the Graves case, the Court was asked to decide 
whether the State of New York had the constitutional 
right to impose an income tax on the salary of an 
employee of the Home Owners’ Loan Corporation. 
The decision was strictly in accord with that in 
Helvering v. Gerhardt, where it was held that the 
Federal Government might tax the salaries of em- 
ployees of the Port Authority created by and operated 
under, a compact between the States of New York 
and New Jersey, the said compact being approved by 
an Act of Congress. 


In the course of its opinion in the recent Graves 
case, the Court said: 

“The present tax is a non-discriminatory tax on income 
applied to salaries at a specified rate. It is not in form or 
substance a tax upon the Home Owners’ Loan Corporation 
or its property or income, nor is it paid by the corporation or 
the government from their funds. It is laid upon income 
which becomes the property of the taxpayer when received 
as compensation for his services; and the tax laid upon the 
privilege of receiving it is paid from his private funds and 
not from the funds of the government, either directly or in- 
directly. The theory, which once won a qualified approval, 
that a tax on income is legally or economically a tax on its 
source, is no longer tenable.” 


Who is bold enough to argue that the law, as laid 
down in this late case of Graves v. O’Keefe is not 
based upon sound reasoning and logical deductions, 
thoroughly in accord with the Constitution? 


Unconsciously, perhaps, we have been building up 
in this country a privileged class of federal and state 
employees immune from certain taxes, levied legally 
upon all other citizens of our dual system of govern- 
ment. This class is now numerous, aggregating 
nearly a million federal employees; and the employees 
of the forty-eight states, counties and cities, totaling 
a considerably larger number. 


If we can learn anything from history, we should 
pause and consider: 


What brought about the French Revolution? The 
nobles in France were a privileged class. We read 
in Encyclopedia Britannica: 


“When at last they had to stand up, face to face with the 
crisis of the Revolution, they were absolutely unable to defend 
themselves; their pride and poverty alike forbade them to 
sacrifice their privilege, and to submit to taxation with their 
fellow subjects. . . . They were privileged landholders who 
could inflict heavy burdens on the people while they would 
bear no weight on their own shoulders. These are the 
privileged classes who brought about the Revolution.” 
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There should be no privileged class in a democracy 
such as ours. We may well ask ourselves, in view 
of these late Supreme Court rulings: Are we not 
now getting back to first principles and following cor- 
rectly the decisions of Chief Justice Marshall on con- 
stitutional questions that arose in the early days of 
our Republic? 

As stated by Mr. Justice Black, 


concurring in 
Helvering v. Gerhardt: 


“Surely the Constitution contains no imperative mandate that 
public employees—or others—drawing equal salaries (incomes) 
should be divided into taxpaying and non-taxpaying groups. 
Ordinarily such a result is discrimination. Uniform taxation 
upon those equally able to bear their fair shares of the burdens 
of government is the objective of every just government. The 
language of the Sixteenth Amendment empowering Congress 
to ‘collect taxes on incomes from whatever source derived’— 
given its most obvious meaning—is broad enough to accom- 
plish this purpose.” 


It may be pertinent to quote what Chief Justice 
Taney said in the Passenger Cases, 7 Howard 283. It 
was claimed in this case, as it had been claimed in 
the License Cases, 5 Howard 504, that the commerce 
clause of the Constitution prohibited the states from 
preventing undesirable aliens to land from foreign 
ships at state ports. A similar contention was made 
in the License Cases, where a shipload of liquor from 
New York, for instance, would land at Boston where 
the sale of liquor was prohibited, the question being 
whether or not such prohibition by the states inter- 
fered with the commerce clause of the Constitution. 
Chief Justice Taney said: 

“It will appear by the report of the case that five of the 
Justices of this Court, being a majority of the whole bench, 
held that the grant of power to Congress was not a prohibi- 
tion to the states to make such regulations as they deemed 
necessary, in their own ports and harbors, for the convenience 
of trade or the security of health. . _ After the opinion 
in the License Cases had been judicially delivered, I had 
supposed that question to be settled, so far as any question 
upon the construction of the Constitution ought to be re- 
garded as closed by the decision of this court. I do not, how- 
ever, object to the revision of it, and am quite willing that 
it be regarded hereafter as the law of this court, that its 
opinion upon the construction of the Constitution is always 
open to discussion when it is supposed to have been founded 
in error, and that its judicial authority should hereafter de- 
pend altogether on the force of the reasoning by which it is 
supported.” 

Fortunately, that “law of the Court” permitting the 
correction of error, suggested by Chief Justice Taney, 
has now been clearly “established” as a rule of our 
highest Court. 





Double Domicile in Inheritance Taxation 
(Continued from page 578) 


allegations that decedent was domiciled in Texas but 
that each of the other three states was threatening to 
collect an inheritance tax as on the estate of a resident 
decedent and that if each of the four states taxed the 
estate as that of a resident decedent said taxes, with 
the federal estate tax, would exceed the value of the 
entire estate. Furthermore, it was alleged that only 
property of nominal value was located in Texas, far 
less than enough to satisfy the inheritance tax payable 
to Texas as on a resident estate. Under those peculiar 
circumstances the Court assumed jurisdiction, holding 
that Texas had a cause of action against the other 
states. The Committee seemingly evinced little in- 
terest in this matter owing to the extreme improb- 
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ability of a recurrence in another matter of facts upon 
which the Court seemingly based its jurisdiction. 

Under the circumstances, the Committee did not 
consider the time ripe to make any recommendation 
and an impartial discussion of the Hunt case formed 
the bulk of the report. 

In continuing the Committee for another year the 
National Tax Association vote specified that in addi- 
tion to duties theretofore cast upon it, the Committee 
consider and report upon the feasibility and prac- 
ticability of utilizing (a) interstate compacts; and 
(b) the establishment and promulgation within and 
by the various states of a uniform law on domicile for 
inheritance and gift taxes. 

When the third report of the Committee was made 
in October, 1937, a decision by the Supreme Court of 
the United States was imminent in the Hunt matter 
and progress was being made in said Court in the 
Green matter. The report states: 

“In view of the importance of the questions involved in 
these two cases, your Committee thinks it advisable to wait 
until the decisions are handed down before attempting to 
make any recommendations for the solution of the problem 
of double domicile in inheritance taxation; because it is not 
impossible that the solution may be indicated in one or the 
other decision. This report, therefore, will confine itself to 
a discussion of these cases and to the matter of compacts 
between the states.” 

The report had already stated in regard to the es- 
tablishment of a uniform law on domicile that, “the 
law of domicile in the various states of this country 
is, with minor exceptions already uniform. It would 
not seem that the formal enactment of all of the 
states of an identical statute setting out the require- 
ments of domicile with respect to inheritance and gift 
taxes would be particularly useful. In the second 
place, even if such a uniform law were formally passed 
by each state, it is not believed that it would help to 
solve the problems arising in the so-called double 
domicile cases. The difficulty in these cases is not to 
find what the law is, but to apply the facts to fit the law. 
‘acts can not be brought within any uniform law.” 

At that time the Committee was composed largely 
of tax officials of various states and it was plainly 
apparent that a cleavage had appeared not only in 
the Committee but between the states. Massachu- 
setts had refused to join California in her motion to 
dismiss in the Hunt case, had filed an answer sub- 
mitting to the Court’s jurisdiction and argued in the 
Supreme Court in support of complainant’s position. 
Connecticut filed a brief in the District Court urging 
it to assume jurisdiction. On the other hand, briefs 
were filed in the Supreme Court in support of Cali- 
fornia’s position by New York, Oregon, New Jersey, 
Arkansas, North Carolina, Colorado, Florida, and 
Idaho, and Oregon secured the dismissal of a similar 
suit in the United States District Court in Iowa, after 
the decision of the Circuit Court of Appeals of the 
First Circuit reversing the District Court in the Hunt 
matter, 89 F. (2d) 59. 

In the discussion following the report of the Com- 
mittee it was suggested that in the great majority 
of cases substantial justice could be accomplished if 
the various states would authorize their taxing officials 
to compromise the tax in doubtful domicile cases, as 
California had already done, and then insist that that 
power be liberally exercised to avert the burden of 
double taxation. 
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Before the Fourth Report of the Committee in 
October, 1938, the Supreme Court in the Hunt matter, 
302 U. S. 292, unanimously held that it Was not un- 
constitutional for the taxing authorities of any state 
to have the question of domicile tried out in its own 
courts and that, therefore, the interpleader suit against 
the said officials was a suit against the state and for- 
bidden by the Eleventh Amendment. The fact that 
the decision was unanimous seemed to satisfy the 
Committee that there was no use trying further to 
find a way of forcing the matter into the Federal 
Courts. None of the other suggested solutions seemed 
entirely satisfactory. The matter of compromise did 
not seem to appeal to the majority of the members 
of the Committee. Some members of the Committee 
were undoubtedly ready to have the Committee report 
that it could not recommend a satisfactory solution 
and be discharged. 

However, the Committee, while reporting that it 
was “not yet in a position to recommend any one 
solution,” was continued in existence. 

The report was largely an analysis of the Hunt case. 
It was assumed, as hereinbefore indicated, that the 
outcome of the Green case would have little bearing 
on the solution owing to the seemingly strict limita- 
tions on the Court’s jurisdiction. The Committee sug- 
gested another possible solution, however, and said 
of it: “It holds promise; it is comparatively simple; 
but whether it is practicable remains to be seen. The 
suggestion is (a) to have the states pass short recip- 
rocal laws consenting in advance to being sued by 
a fiduciary in a Federal District Court in an inter- 
pleader suit, (b) to have Congress by amend- 
ment of the judiciary act give the Federal District 
Courts jurisdiction of the subject matter.” 

The report also says: “There ought to be a plain 
method that every executor can follow in these fairly 
frequent cases of uncertain domicile.” 

This would seem to be the logical place for the sug- 
gested solution requested by your Committee Chairman. 

Instead, however, of suggesting a solution by the 
states in a supposedly iniquituos situation, I choose 
rather to suggest that, as far as the states are concerned, 
there is no problem properly calling for any solution 
whatever. In my opinion, the National Tax Associa- 
tion and its Committee, in the consideration of this 
matter started off with a false premise which they 
have never discarded and have thereby exaggerated 
the real danger in the situation by approximately 
100 per cent. You will recall that said Committee in 
its first report refrained from considering the merits 
in the Dorrance matter and assumed that the executors 
found themselves facing the probability of having to 
pay double death taxes “through no fault of their 
own.” TI doubt the correctness of this assumption. 
The New Jersey Court in its opinion emphasized the 
fact that the executors on different occasions, under 
oath, insisted that the decedent was domiciled in 
New Jersey and secured action by the New Jersey 
Courts and officials on sworn statements to that effect 
and had collected on account of executors’ fees 
$1,500,000. I do not feel at all sure that, if the execu- 
tors had in the beginning carefully considered “all of 
the facts relating to domicile,” as is their duty, as 
Stated in the first report of the Committee, and had 
proceeded on the theory of a Pennsylvania domicile, 
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the decision of the New Jersey Court might not have 
been different. Be that as it may, the Committee did 
not, in my opinion, adopt the right starting point. 
I am heartily in accord with a note in an inheritance 
tax service, following the report of the opinion of the 
Supreme Court of New Hampshire in Amoskeag Trust 
Co. v. Trustees, 200 Atl. 786, stating that: 

“The present case directs attention to the important fact 
that wills should be prepared with due regard for the pay- 
ment of the tax. . . . If the will disregards the question 
of tax liability, or otherwise fails to adjust the estate to the 
load of tax, there is nothing the executor can do to remedy 
the condition which will then confront the estate.” 

So, also, in the instant situation, the problem is 
not properly one to be solved by the executor or the 
states but by the prospective testator or intestate. 
Furthermore, it does not seem to be such a difficult 
problem to solve. In this connection, let us return 
briefly to the four matters that have figured so promi- 
nently in the Committee’s reports to date—the 
Dorrance, Trowbridge, Hunt and Green estates. Sup- 
pose, when Dr. Dorrance moved to Pennsylvania he 
had acknowledged that to be his domicile, what pos- 
sible chance would there have been for New Jersey 
to make trouble? That New York would not have 
had a ghost of a chance to make trouble for the estate 
of Mr. Trowbridge if he had not tried to keep his 
domicile in New York after moving permanently to 
Connecticut, is shown by the decision of the New 
York Court of Appeals that he was domiciled in 
Connecticut in spite of his strenuous endeavors to 
keep his domicile in New York. Suppose Mr. Hunt, 
on moving permanently to California, had acknowl- 
edged that to be his domicile, what possible chance 
would Massachusetts have had to make trouble on 
that question? Finally, when Mr. Green left Texas with 
no intent of returning there to live and later took up his 
principal residence in Massachusetts, suppose he had 
acknowledged that as his domicile instead of trying 
to continue his fictitious domicile in Texas for the 
purpose of avoiding taxes, what chance would any 
other state have had of making trouble on the ques- 
tion of his domicile? In other words, if the prospec- 
tive testator or intestate is properly advised on 
domicile and follows that advice the problem of pos- 
sible double domicile simply vanishes. I would, 
therefore, be in favor of said Committee being dis- 
charged and no action being taken by the National Tax 
Association. 

1 am well aware of the fact that this will probably 
not be done. I believe it is in the cards for the Com- 
mittee to present a draft of an amendment to the Fed- 
eral Interpleader Act and ask for a recommendation 
that it be passed, permitting the states to be made 
respondents in interpleader suits involving domicile 
in inheritance tax matters with their consent. I be- 
lieve also that there will be a minority report. 

Assuming that such a majority report of the Com- 
mittee is adopted and that Congress complies with 
the request, then what? 

In my boyhood days on the farm I was more than 
once impressed with the truth of the old saying: “You 
can lead a horse to water, but you can not make him 
drink.” I can not believe that numerous states be- 
came exceedingly interested in the Hunt matter in 
preserving the benefits of the Eleventh Amendment 
only to throw them away. I believe the consent will 









be forthcoming from a very few states and when any 
one of them has a double domicile matter it may well 
be with a state that has not consented to be sued. 

In the discussion following the third report of the 
Committee, I, as Inheritance Tax Attorney of the State 
of California, intimated that she would not consent. 
16 Tax Macazine, 135, 137. Now, as a practicing 
attorney, | would be ashamed to ask a state in the 
collection of its taxes to consent to be sued in a 
Federal Court thousands of miles from home when 
there is so little necessity therefor. I believe that we 
attorneys should not try to shirk our responsibility 
in giving proper advice to prospective testators or 
intestates. Furthermore, if said advice is acted upon 
and then some state attempts wrongfully to make 
trouble in order to extort a nuisance tax, we should 
have the “intestinal fortitude” to battle said state to 
the court of last resort. 

It may be suggested that no harm can ensue from 
enacting this proposed legislation applicable to those 
states which wish to consent, and that, on first 
thought, was my reaction to the suggestion. On sec- 
ond thought, however, I believe that such action 
would simply prolong the difficulties. It will arouse 
new hopes in the minds of prospective testators or 
intestates that they can continue to have their per- 
manent home in one state while insisting that they 
are domiciled in another and if, in the interpleader 
suit, their estates fail in their claims of domicile, still 
they will be taxed in only one jurisdiction. In other 
words, this action will simply encourage prospective 
testators or intestates to continue to pay no attention 
whatever to the proper solution of the matter of domi- 
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cile and put the burden upon the states of avoiding 
the danger of possible double taxation which said tes. 
tators or intestates have needlessly brought upon 
themselves and their estates. 

The gist of the paper is that the prospective testator 
or intestate can easily protect himself, leaving no prob- 
lem of double domicile for solution by any one else, 
However, to take care of the possible very exceptional 
bona fide cases of real doubtful domicile, I believe it 
would be wise to vest in the taxing authority of the 
state power to compromise the tax in such a case. 





British Taxation after the Fall of Napoleon 


“We can inform Jonathan what are the inevitable 
consequences of being too fond of glory:—TAXES 
upon every article which enters into the mouth, or 
covers the back, or is placed under the foot—taxes 
upon everything which it is pleasant to see, hear, 
feel, smell, or taste—taxes upon warmth, light, and 
locomotion—taxes on everything on earth, and the 
waters under the earth—on everything that comes 
from abroad, or is grown at home—taxes on the raw 
material—taxes on every fresh value that is added 
to it by the industry of man—taxes on the sauce 
which pampers man’s appetite, and the drug that 
restores him to health—on the ermine which decorates 
the Judge, and the rope which hangs the criminal— 
on the poor man’s salt, and the rich man’s spice— 
on the brass nails of the coffin, and the ribands of the 
bride—at bed or board, couchant or levant, we must 
pay.—The schoolboy whips his taxed top—the beard- 
less youth manages his taxed horse, with a taxed 
bridle, on a taxed road :—and the dying Englishman, 
pouring his medicine, which has paid 7 per cent, into 
a spoon that has paid 15 per cent—flings himself back 
upon his chintz bed, which has paid 22 per cent—and 
expires in the arms of an apothecary who has paid a 
licence of a hundred pounds for the privilege of putting 
him to death. His whole property is then immediately 
taxed from 2 to 10 per cent. Besides the probate, 
large fees are demanded for burying him in the chancel; 
his virtues are handed down to posterity on taxed 
marble; and he is then gathered to his fathers—to be 
taxed no more.? (Sidney Smith, Edinburgh Review, 
1820.)”—Tazation, London, August, 1939. 


Motorists Going to World’s Fairs to Pay 
$70,000,000 Gasoline Tax 


An accumulation of gasoline taxes sufficient to finance 
the construction of two huge suspension bridges like 
the Golden Gate Bridge in San Francisco is being 
dropped into the palms of state and federal gasoline 
tax collectors this year by motorists driving to the 
two world’s fairs at New York and San Francisco. 

Surveys indicate 9,000,000 car loads of motorists 
will visit the two fairs. On the round trip the motorists 
collectively will drive about 18,000,000,000 car miles 
and will consume approximately 1,200,000,000 gallons 
of gasoline. They will pay state and federal gasoline 
taxes totalling nearly $70,000,000, twice the cost ol 
the Golden Gate Bridge whose opening the San 
Francisco Fair celebrates. The total tax collection 1s 
equivalent to a sales tax of 40 per cent. 


1 The latest intimation is that a majority of the Committee will 
simply ask that the Committee be continued for one year. 
2 There was no income-tax between 1816 and 1842. 











1939 


ding 
| tes- 
upon 


tator 
prob- 
else, 
ional 
ve it 
f the 


table 
XES 
h, or 
‘axes 
hear, 

and 
| the 
ymes 
raw 
dded 
auce 
that 
rates 
1al— 
ice— 
f the 
must 
-ard- 
axed 
man, 
into 
back 
and 
id a 
tting 
ately 
bate, 
ncel; 
axed 
0 be 


JEW, 


lance 

like 
eing 
oline 
. the 


rists 
yrists 
niles 
llons 
line 
st of 

San 
on is 


e will 


WASHINGTON 


Congress in Special Session 


As we go to press the special session of Congress 
is about to assemble. 

The session has been called primarily to amend the 
Neutrality Act. There is, however, no constitutional 
or statutory restriction on the subjects which can be 
considered at a special session. All bills and resolu- 
tions introduced at the 1939 regular session, and not 
finally disposed of upon adjournment, retain their 
adjournment status. Also, bills on any subject may 
be introduced. Though the idea of any tax revision 
at the present time seems evanescent, such a thing 
could be possible under the law. 


Canadian War Taxes 

The Canadian Parliament has recently enacted an 
estimated $2,000,000 a year new taxes as part of its 
war-time program. A 20 per cent war surtax has 
been levied against all personal incomes, not exempt, 
and corporation income taxes have been increased 
from 15 to 18 per cent. All businesses will pay excess- 
profits taxes ranging from 10 to 60 per cent, or an 
alternative tax of 50% in excess of the average for 
the last four years. Taxes on wines have been doubled 
and domestic and imported spirits taxes have been 
increased $3 a gallon. Cigarettes bear an increase of 
$1 per 1000, and tobacco taxes have been increased 
o¢ a pound. 


Ways and Means Committee 
to Study Tax Legislation 


_H. Res. 277 which was adopted at the last session of 
Congress provides for study of tax legislation. Under 
the resolution, the Committee on Ways and Means, as a 
Whole or by subcommittee, is authorized to sit and 
act during recesses of the Seventy-sixth Congress, in 
the District of Columbia or elsewhere, and to hold 
such hearings as the committee may determine, in 
connection with the consideration and preparation of 
a bill or bills relating to internal-revenue taxes. For 
the purposes of the resolution the committee is au- 
thorized to employ such stenographic services, to 
have such printing and binding done, and to incur 


Such other expenses as the committee may deem 
necessary. 


Refund Claims under the Revenue Act of 1939 


The Revenue Act of 1939 contains several retro 
active amendments or provisions which might give 
rise to refund claims for taxes previously paid. These 
are described below. 


Tax-Free Exchanges—Assumption of Liabilities.—|n 
U. S. v. Hendter, the Supreme Court held that the 
assumption of liabilities in an otherwise nontaxable 
reorganization exchange was the equivalent of the 
receipt of cash or other property by the corporation 
whose liabilities were assumed, thus making the gain, 
if any, from the exchange recognizable to the extent 
of the amount of the liabilities so assumed. This 
had the effect of rendering taxable exchanges which 
had been considered tax-free in the past. The Act 
now provides that assumption of liabilities (or taking 
property subject to them) (1) in connection with 
exchanges in reorganization (exchanges by a corpora- 
tion of its property for stock or securities in another 
corporation a party to the reorganization), or (2) in 
connection with a transfer to a corporation (of prop- 
erty in exchange for stock or securities in such cor- 
poration, where the transferor is in control of the 
corporation immediately after the exchange), shall not 
be considered as “other money or property” received 
by the taxpayer, and shall not prevent the transaction 
from being tax-free. 


In connection with this provision, the statutory 
definition of reorganization has been amended so that 
in determining whether the acquisition by one cor- 
poration of substantially all the properties of another 
is in exchange solely for voting stock, the assumption 
of liabilities in connection with such acquisition, or 
the fact that property acquired is subject to a liability, 
shall be disregarded. Also, in connection with the 
provision that no gain or loss is recognized upon a 
transfer of property to a corporation solely for its 
stock or securities where immediately after the ex- 
change the transferor is in control of the corporation, 
the new law states that if liabilities are assumed, the 
amount thereof shall be considered as stock or securi- 
ties, solely for the purpose of this controlled corpora- 
tion transfer provision. 


1303 U. S. 564, 38-1 ustc § 9215. 
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Basis.—In determination of basis after tax-free ex- 
change in which another party to the exchange assumed 
a liability of the taxpayer or acquired property subject 
to a liability, such liability shall be considered as 
money received by the taxpayer and shall reduce the 
basis. This provision applies whether or not the 
assumption of indebtedness was regarded as money 
under the gain or loss recognition provisions. No 
amendment is made to Section 113 (a) (7) or (8), 
because the payment by the transferee of the lia- 
bilities assumed, or to which the property was subject, 
does not give rise to any increase or adjustment of the 
basis of the property transferred. 


Effective Date—All of the above-described amend- 
ments to the Code relative to the assumption of in- 
debtedness are effective for taxable years beginning 
after December 31, 1938. However, the Act contains 
provisions which will effect a similar change under 
all Acts since the Revenue Act of 1924, but no closed 
cases will be disturbed. By closed cases is meant 
those involving closing agreement or final decision 
of the Board or court which becomes final before the 
ninetieth day after enactment of the 1939 Act. 


Therefore, all pending cases before the Board or 
courts will be closed under this new principle of non- 
recognition of gain on assumption of indebtedness. 
If cases have been closed without a formal closing 
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agreement or without final decision of the Board or 
court, and additional tax has been paid within the past 
two years on the basis of the Hendler decision, claims 
for refund are in order. 

As to those cases which have been closed by closing 
agreement or final decision of Board or court, refund 
is not allowable, but the taxpayers have some relief 
in that they may increase the basis of their property 
received on the exchange by the amount of gain on 
which they were required to pay the tax. The law 
requires that on a partly tax-free exchange the subse- 
quent basis is to be reduced by the amount of money 
(or its equivalent) received and increased by the 
amount of taxed gain. 


Stock Dividends and Rights.—The 1939 Act did not 
change the rule regarding the taxability upon receipt 
of stock dividends and stock rights. The present rule 
was set by the 1936 Act and it remains in effect that 
only such stock dividends and stock rights are non- 
taxable as do not represent income under the Sixteenth 
Amendment. And the only ones which do not repre- 
sent income under the Sixteenth Amendment are those 
which give the taxpayer nothing in addition to what 
he already has—for example, a dividend of common 
stock on common (but not of preferred on common, 
or vice versa). Similarly, a right to subscribe to addi- 
tional common stock, given to holders of common 
stock, does not represent income. 

It was in regard to the basis of the new stock and 
the old after stock dividends or stock rights that the 
1939 Act made the change. The change was to nullify 
the effect of the precedent-upsetting Koshland? and 
Gowran* Supreme Court decisions. They held that 
where stock dividends or new stock was received 
which did represent income under the Sixteenth 
Amendment, in years beginning before January 1, 
1936, since the stock dividend or rights represented 
income (even though it was not taxed before the 1936 
Act) its receipt had no effect upon the basis of the 
old stock; and the basis of the new stock was its cost. 
If it cost the taxpayer nothing, the basis was zero and 
not the fair market value of the new stock when re- 
ceived. These conclusions, though they were in favor 
of the Commissioner (in the Gowran case), were con- 
trary to the Commissioner’s regulations of long standing 
which required that after a nontaxable reorganization, 
or stock dividend or stock right distribution, the basis 
of the old stock should be allocated between the old 
and the new (or between the old stock and the new 
stock rights) by carving out of the basis of the old 
stock the portion allocable to the new, on the basis 
of the fair market values of each at the time of the 
distribution. 

This change is retroactively applied except in cases 
closed by formally executed closing agreements or by 
final decisions of the Board or courts. Except in such 
cases, if any additional taxes were paid within the 
past two years due to the use of zero as a basis of the 
new stock they may be the subject of a claim for refund. 


Commodity Credit Loans.—Before the 1939 Act, the 
Bureau ruled that advances received by growers (ot 
cotton, for example) from the Commodity Credit Cor- 





? Koshland v. Helvering, 298 U. S. 441; 36-1 ustc § 9294. 


3 Helvering v. Gowran, 302 U. S. 238; 37-2 ustc {| 9571, 











1939 


| or 
past 
ims 


sing 
und 
elief 
erty 
1 on 
law 
bse- 
mney 
the 


- not 
‘eipt 
rule 
that 
non- 
enth 
-pre- 
hose 
vhat 
mon 
non, 
iddi- 
mon 


and 
+ the 
lify 
and 
that 
‘ived 
enth 
‘Vy 2 
nted 
1936 
r the 
cost. 
yand 
nN re- 
‘avor 
con- 
ding 
tion, 
basis 
4 old 
new 
> old 
basis 


f the 


“ases 
Tr by 
such 
1 the 
f the 
fund. 
7 the 
S (of 


Cor- 


October, 1939 


oration under “loan agreements” 
should be treated as loans and not 
as proceeds from the sale of the 
product. 


Under these agreements with the 
Commodity Credit Corporation, the 
producer executes a note secured 
by his crop (title to which crop re- 
mains in the producer), and agrees 
to limit his production to the acre- 
age prescribed by the Secretary of 
Agriculture. It is further agreed 
that the note be paid out of the 
proceeds of the product, any sur- 
plus over expenses going to the 
producer, and that any deficiency 
i the note will not be collected if 
the producer has lived up to his part 
of the acreage-reduction agreement. 


The 1939 Act provides that the 
grower may elect to treat such 
loans as income when received, for 
taxable years beginning after De- 
cember 31, 1938, but once having 
made the election, he must continue to use the same 
method of reporting income in subsequent years. 
After the loan is reported as income, the amount is 
added to the basis of the product. 


The taxpayer also may elect to use this method 
retroactively as far back:as 1934. Its advantages are 
(1) that the income is reported nearer the time when 
the production costs are incurred and deducted (often 
in the same year), and (2) in case of eventual sale of 
the product for a much larger sum than the loan, the 
heavy load of the tax is spread out over the period in 
which the taxpayer had the use of the money. 


Such a retroactive change would result in addi- 
tional taxes for some years (the years in which loans 
were received), and refunds for other years (when 
the product was sold). Refunds are subject to the 
regular statutory limitations as to time for filing, but 
as a condition of the election the taxpayer must waive 
the limitation on assessments of additional tax for the 
year in which an additional tax is indicated even 
though the time has expired at the time of the election. 


Election must be made on or before June 29, 1940— 
within one year from enactment of the 1939 Act. 


Processing Taxes under the AAA.—Under Section 
903 of the Revenue Act of 1936, a taxpayer had until 
July 1, 1937, in which to file claims for refund of 
processing taxes paid under the Agricultural Adjust- 
ment Act by reason of its having been declared un- 
constitutional. The 1939 Act extends the time to 
January 1, 1940.4 


Unreasonable Accumulation of Surplus 


T. D, 4914 issues regulations addressed to the per- 
sonnel of the Bureau of Internal Revenue relative to 
Section 102 of the Internal Revenue Code which im- 
poses a surtax on corporations improperly accumulat- 


*Sec. 913 of H. R. 6635 (amending the Social Security Act) also 
extends to Jan. 1, 1940, the time within which refund claims may be 
filed by persons who held floor stocks as of Jan. 6, 1936, on which 
Processing taxes had been paid. 

> 393 CCH § 6392. 
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Congress Convened in Special Session on September 21 for the 
Purpose of Considering Revision of the Neutrality Act 


ing surplus, particularly Section 102 (c) which provides 
as follows: 

(c) Evidence determinative of purpose.—The fact that the 
earnings or profits of a corporation are permitted to accu- 
mulate beyond the reasonable needs of a business shall be 
determinative of the purpose to avoid surtax on shareholders 


unless the corporation by the clear preponderance of the 
evidence shall prove to the contrary. 


Bureau personnel are directed to examine closely 
returns of the following classes of corporations to 
determine whether Section 102 is applicable: 

(1) Corporations which have not distributed at least 70 
percent of their earnings as taxable dividends. 

(2) Corporations which have invested earnings in securities 
or other properties unrelated to their normal business activities. 


(3) Corporations which have advanced sums to officers 
or shareholders in the form of loans out of undistributed 
profits or surplus from which taxable dividends might have 
been declared. 


(4) Corporations, a majority of whose stock is held by a 
family group or other small group of individuals, or by a trust 
or trusts for the benefit of such groups. 


(5) Corporations the distributions of which, while exceed- 
ing 70 percent of their earnings, appear to be inadequate when 
considered in connection with the nature of the business or 
the financial position of the corporation or corporations with 
accumulations of cash or other quick assets which appear to 
be beyond the reasonable needs of the business. 

As regards the classes of cases referred to in (1), 
(2), (3), and (4), the examining officer’s report in 
every instance is to contain a specific recommenda- 
tion as to the application or nonapplication of Section 
102. Each Internal Revenue Agent in charge, and 
each head of a field division of the Technical Staff, 
is directed to designate a qualified employee in his 
office, whose responsibility it will be to pass personally 
upon each case in which a recommendation has been 
made by an examiner or revenue officer with respect 
to the application or nonapplication of Section 102. 


In the review of income-tax cases by the Bureau, 
the returns of the five classes of corporations men- 
tioned above, are to be given special consideration to 
determine whether filed officers have complied fully 
with the instructions contained in T. D. 4914. 
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Taxation of Government Corporations 
Engaged in Business within the State 


(Continued from page 572) 


On the other hand, those who oppose the views of 
the Federal Government contend: 


(1) That the doctrine of implied immunity, if ap- 
plied at all, should be equally reciprocal, and that the 
alleged protection given the states by their repre- 
sentatives in Congress, does not constitute a sound 
ground for any distinction. 


(2) That a distinction should be made between 
essential governmental activities, such as those of the 
Chief Executive and Employees of the Executive De- 
partment, members of the Judiciary, members of the 
Legislature, and other officials engaged in govern- 
mental activities which are clearly essential, and gov- 
ernmental activities which are proprietary in their 
nature and which in private hands have been tradi- 
tionally subject to taxation, such as the lending of 
money, the furnishing of electricity and the building 
of homes, and that the latter activities, being in com- 
petition with private enterprise engaged in the same 
sort of business, should be subject to taxation. 


(3) That action of Congress on the matter is not 
conclusive. 

And finally, the Supreme Court has indicated that 
the test to be applied is whether the proposed tax 
constitutes a direct and substantial burden on the 
government. 

Just what rule will finally be evolved, or whether 
the entire question will ever be finally determined, 
{ cannot say, but it is interesting to note that in the 
University of Georgia case, the Weston v. Charleston 
case and several of the Other cases above mentioned, the 
Court held that state instrumentalities engaged in activi- 
ties which were normally conducted as private busi- 
nesses, were subject to federal taxation, the basis of this 
rule being that the states did not have the right to deprive 
the Federal Government of its customary sources of 
revenue by engaging in businesses which under pri- 
vate ownership would clearly be subject to federal 
taxation. And I respectfully submit, that if this rea- 
soning is sound when applied to activities of the states, 
it should also be sound when applied to activities of 
the Federal Government, particularly in this day 
when the activities of the Federal Government have 
hecome so far flung, and the business transacted by 
federal agencies has become so enormous. 

Nor can I subscribe to the view that because the 
powers of the Federal Government are delegated pow- 
ers, it necessarily follows that every activity of the 
Federal Government is an essential governmental 
activity. This seems to me to be a non sequitur. I see 
no more reason for holding that the delegated powers 
of the Federal Government imply essential govern- 
mental activities, than there is in holding that the 
reserved powers of the states so imply. It is, of 
course, clear that certain activities of both are essen- 
tially governmental, but it seems equally clear that 
many activities of both are not so. The Federal Gov- 
ernment now lends money on farm mortgages, on 
Home Owners’ Loan mortgages, on housing projects, 
and on almost every conceivable kind of business. It 
is engaged in the acquisition of land in the various 
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states for the purpose of resettlement; it is engaged 
in the furnishing of electric light and power, and in 
a myriad of other activities which have never hereto- 
fore been considered essential governmental activi- 
ties, and many states are engaged in similar activities, 

Without passing on the question of the desirability 
of such activities as permanent functions of either the 
Federal or State Governments, I hope I may be per- 
mitted to express some doubt as to whether all or 
any of them constitute essential governmental ac 
tivity. And unless private business and private en- 
terprise in this country are able to compete on a fair 
and equitable basis with the various governmental 
agencies which are now invading the fields of busi- 
ness which traditionally were conducted by private 
individuals, private business will vanish, and with it 
will disappear many of the sources of taxation on 
which our vast governmental structure now depends. 
It will be another case of killing the goose which lays 
the golden egg, and the exemption from state taxa 
tion of governmental corporations engaged in com- 
petition with private business will have no small part 
in the killing. 

In conclusion let me say a word about so-called 
states’ rights, or, as I prefer to term it, the right of 
local self government. 

The discussion of such a matter at this time may 
seem out of date or at least futile, but the conflict 
between the Central Government and the local gov- 
ernments began with the establishment of the Conti- 
nental Congress, continued in the Constitutional 
Convention, and has been going on ever since; and 
while, since the formation of the Union, the power of 
the Federal Government has been constantly increas- 
ing at the expense of the powers of local government, 
there has never been a complete surrender by local 
governments and I trust that there never will be. 

The power of the Central Government has been con- 
stantly increasing since the Nation was founded, but 
that power would be much greater than it now is had 
it not been for the continuous opposition of those 
who believed that men are happier when they are per- 
mitted to govern their lives by local laws and regula- 
tions in keeping with their accustomed habits and 
traditions, and who have enough faith in the ability 
and honesty of the average American citizen to be- 
lieve that such a citizen is best governed when least 
governed. 

The Constitution of our Country calls for a divi- 
sion of governmental power between the Federal 
Government on the one side and the states on the 
other and the continuance of our form of govern- 
ment requires the maintenance of such a division. | 
have always thought that the defense of the Consti- 
tution and the maintenance of the form of government 
established under it was one of the prime duties of 
every American lawyer, and certainly we who head 
the legal departments of the states of the Union, should 
be in the front rank of those who carry on this fight. 


Processing Tax Refunds 


Regulations 96 have been amended by T. D. 4913 
to allow processing tax refund claims to be filed up 


to January 1, 1940, pursuant to Section 405 of the 
Revenue Act of 1939. 
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JUST PUBLISHED 


for Financial Officers, Accountants, Lawyers, 
and All Concerned with Income Taxes: 


Federal Income Tax Accounting 


A Practical Course for Basie Instruction 


By Stewart Y. McMullen, M.B.A., C.P.A. 


Instructor in Federal Income Taxes and Accounting, 
Northwestern University 


} the work you do with income taxes, this publication 
offers unique and new advantages. It is the exact 
material used in the special course in income tax accounting 
viven at Northwestern University for advanced students, 
accountants in tax practice, and financial executives who 
want to organize better their understanding of tax work. 
With it, younger men in your organization can make a 
systematic study of tax accounting from beginning to final 
details. And the more experienced men—yourself included 


. 


—will find it extremely valuable for constant reference. 


Step by step, clearly and thoroughly, the course goes over the suc- 
cessive aspects of tax accounting. Rules and cases give you the 
accounting procedure. Explanation is built right around the returns. 
Each form is discussed item by item, together with specific technique 
of preparing work sheets. Changes made by the 1938 Act and the new 
1939 Act are so put in that you see what steps to take now and in 
months to come. Loose-leaf binder makes the course convenient to use. 


. Not only at return time, but all through the year, McMullen’s 
FEDERAL INCOME TAX ACCOUNTING will save you time, help 
you get your accounts in the right form for tax purposes. And, by 
adequate, clear accounting and proper arrangement of transactions, 
it helps to minimize taxes incurred. 


Hereis What You Cocer::— 


1. Form 1040A comes of More Than 
2. Form 1040 $25,000 


3. Joint Returns 8. Federal Corporation Ex- 


4, Basis—Capital Gains and raat — oe Sa 


Losses 
5. Basis—Tax-Free Exchanges; 9. Losses—Bad Debts—Fore- 


Exchanges of Property of closures 
“A Like Kind” 10. Depreciation — Inventories 


6. Corporation Income and_ II. Partnerships 
Excess-Profits Tax Return, 12 
Form 1120A; Corpora- ' 
tions With Net Incomes of 13. Taxable Entities—Entities 
$25,000 or Less Which File Returns 


7. Federal Income Tax on Cor- 14, Examinations, Appeals, 
porations With Net In- and Refunds 


Estates—Trusts 


PRACTICAL 
— SPECIFIC 
— THOROUGH 


= accounting procedures— 
Specific work sheet techniques—Filled- 
in specimen returns—Changes in 1938 
and 1939 laws—Legal terms in everyday 
language—Amply backed by citations— 
Problems, with solutions, to go by— 
Fully indexed for quick reference. 


14 co-ordinated chapters; 400 
pages; loose-leaf style; book 
size. Complete with special 


binder, 


Now Ready— 
Send for This Course Today! 


FEDERAL INCOME TAX ACCOUNTING is very inex- 
pensive—only $5.00 plus delivery. You can pay 
five days after you receive it. Or, if you will send 
your check now, it will save us bookkeeping and 
we will be glad to pay shipping charges. Money 
back if book is not satisfactory, of course. 


Se eS or Sea eee SS “4 


j THE RONALD PRESS COMPANY 
Dept. M347, 15 East 26th St., New York, N. Y. 


Please send me FEDERAL INCOME TAX ACCOUNT- 
ING, by McMullen. Within 5 days after I have received 
it I will remit $5.00, plus a few cents postage. Or if not 
{ satisfied, I have privilege of returning it within that time. 
(We pay delivery when payment accompanies order; same I 


_—" of satisfaction. ) 


_— (Please print) 


() Firm or 
L) Reference : Position 
(must be filled in unless you remit with order) 


The Ronald Press Company cai dadree 


City 


15 East 26th Street oe SS A 
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The New Provisions of the Federal 
Unemployment Tax 
(Continued from page 565) 


services subject to the laws of Kansas (where he has 
3 other employees). The employer pays no contri- 
butions to Kansas, since he has less than 8 employees 
subject thereto (the required number for a subject 
employer in that state). Subsequently, the employer 
is required to pay to Indiana *’ contributions on E’s 
wages. The employer will be entitled to a maximum 
credit for such contribution to Indiana, in accord- 
ance with the amended tax-credit provisions. 


Special Relief for Taxable Years 
1940, 1941 and 1942 


We have already seen that for the taxable years 
1939 and thereafter, the basis of the federal tax has 
been changed from “wages payable” to “wages 
paid.” ** Recognizing that it may be some time before 
all state laws will be amended to conform to the 
‘wages paid” basis, a special provision *® was adopted 
to permit credit against the tax for the years 1940, 
1941 and 1942, if in those years wages are paid for 
services render after December 31, 1938, but during a 
year prior to the year in which payment is made, and 
state contributions with respect to such wages have 
not been credited against the tax for any prior tax- 
able year. 

Let us examine the operation of this special provi- 
sion. A bonus is paid in 1940 for services performed 
in 1939. Although the state law requires contribu- 
tions on “wages “payable, ” the bonus (amount may 
have been unknown and liability undeclared in 1939) 
was not reported in the state contribution reports for 
the year 1939. In 1940, upon payment of the bonus, 
the state contribution with respect thereto is likewise 
paid (i. e., a contribution with respect to the tax- 
able year 1939). Under the provisions of Sec- 
tion 1601 (a) (2) of the Internal Revenue Code, as 
amended, no credit would be allowable against the 
federal tax for the taxable year 1940, since the con- 
tribution was not paid with respect to such taxable 
year (1940). Section 902 (e), I. R. C., designed to 
relieve cases of hardship arising by reason of the 
changed federal basis, would permit credit for the 
contribution here involved. 


Credit for Contributions on Services Not 
Covered by Federal Law 
Prior to amendment, credit against the federal tax 


was allowed only for state contributions paid “with 
respect to employment,” as defined in the federal 





37 As E’s services are clearly not localized in any state, nor is 
E’s base of operations located in one of the states where he per- 
forms his services, Indiana is entitled to the contribution on E’s 
wages, since he is a resident thereaf and works therein. 

33 See footnote 6. 

% Sec. 902 (e), I. R. C. 

Sec. 1601 (a), I. R. C., before amendment (formerly Sec. 902 
of the Social Security Act). 

“1 Sec. 1601 (a), I. R. C.; Sec. 609, S. S. A. A. 

# Sec. 1607 (g), I. R. C.; Sec. 614, S. S. A. A. 

43 Sec. 1607 (c) (2), I. R. C. 
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law.*® Since “employment” under state laws, in many 
instances, covered services which were not covered by 
the federal act, the taxpayer was not permitted credit 
for contributions made under a state law with respect 
to such services not covered by the federal law, 
X, under the federal act, is regarded as an independent 
contractor and his remuneration is therefore nontax- 
able thereunder. Under the state law, X is held to 
be an “employee” and contributions are required there- 
under with respect to his remuneration. Contribu- 
tions so paid were not allowable, prior to the 1939 
amendments, as credit against the federal tax. Be- 
ginning with the taxable year 1939 and thereafter 
the taxpayer is given credit for such contributions, 
which he is required to pay, and which he actuz illy 
pays, under a state law, even though the state con- 
tributions are with respect to services not covered by 
the federal law.* This liberalization is accomplished 
by eliminating the clause “with respect to employ- 
ment” heretofore modifying “contributions” in Sec- 
tion 1001 (a), I. R. C. (before amendment), relating 
to the tax-credit provisions, and by amending the 
definition of “contributions,” *? so as to include in the 
term “contributions” payments required by a state law 
with respect to services not covered by the federal law 
(achieved by avoiding the use of defined terms). 
Many employers will derive considerable benefit 
from this change. Many states cover certain types 
of service which are exempt or not covered by the 
federal act. Domestic service, excluded under the fed- 
eral act ** for contribution purposes, is covered under 
the laws of Idaho ** and New York.*® Service per- 
formed by certain members of the family is excluded 
from the definition of “employment” under the federal 
law,*® but is subject to contributions under the laws 
of New Hampshire,** Ohio ** and Wisconsin.*® In 
many states °° an employer may, under certain circum- 
stances, be liable for contributions on the wages of 
employees of contractors and subcontractors (engaged 
in work which is part of the employer’s usual trade, 
occupation, profession, or business), even though no 
federal contributions are required with respect to the 
wages of such individuals. Under the amended law, 
state contributions paid with respect to such services 
(although not covered by the federal law) are now 


allowable as a credit against the federal unemploy- 
ment tax. 


The restriction of the credit, under prior law, to 
contributions on employment covered by the federal 
act tended toward uniformity, as to what constituted 
“employment,” between the state laws and the federal 
law lest the tax liability of the employer be unduly 
increased. The removal of the restriction may dis- 
turb this tendency. States may be eager to extend 
their coverage and state administrative rulings may 
be encouraged to regard, as covered employment, 






44 Sections 18-3, 18-5, Idaho Unemployment Compensation Law. 

*# Sec. 502 (1), New York Unemployment Insurance Law. 

# Sec. 1607 (c) (5), I. R. C. 

“7 Sec. 1 (I), New Hampshire Unemployment Compensation Law. 

8 Sec. 1345-1 (c), Ohio Unemployment Compensation Law. 

* Sec. 108.02 (5), Wisconsin Unemployment Reserves and Compen- 
sation Act. 

5° New Jersey (Sec. 43:21-19 (g), Unemployment Compensation 
Law) and Pennsylvania (Sec. 4 (i), Unemployment Compensation 
Law) have typical provisions. 
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services not so regarded under the federal act, since 
the taxpayer’s net tax liability may not ultimately be 
affected thereby. 


Special Provisions Relating to Taxable 
Years 1936, 1937 and 1938 


Just as substantial relief was given for 1939 and 
future years in the liberalization of the conditions of 
allowance of credit against the federal unemployment 
tax, the legislators were no less generous with respect 
to the taxable years prior to 1939. In fact, Congres- 
sional generosity in this respect partakes of the na- 
ture of gifts, for we are here dealing with past tax 
liabilities and not prospective taxes. The Congres- 
sional desire to “appease” business was triumphant 
even though it was recognized that “the periodical 
granting of relief after the close of the taxable year 
affected would destroy the effectiveness of the condi- 
tions of allowance of the credit provided in perma- 
nent law and would prove costly in that it would 
call for the reopening and reconsideration of cases 
previously closed, the adjustment of claims, the abate- 
ment of assessments, and the payment of refunds.” *! 


(A) Credit for Late Payments of Contributions 


Many taxpayers, having paid their state contribu- 
tions for the taxable years 1936, 1937 and 1938 after 
the due date of the federal tax return, were accord- 
ingly not allowed credit therefor against the federal 
tax for these years. Special relief for the taxable year 
1936 had been granted under the Revenue Act of 
1938,°* which allowed employers credit (against the 
tax for 1936) for contributions paid before July 27, 
1938. Section 902 (a) (1), I. R. C., now grants tax- 
payers credit against the tax for 1936, 1937 or 1938 
for contributions paid to the state for such year before 
the sixtieth day after the date of enactment of the 
Social Security Act Amendments of 1939.°* This pro- 
vision, in effect, is a “grace period” (ending October 
8, 1939) for the granting of credit against the federal 
unemployment tax for the 3 past taxable years. Thus, 
October 8 is the last day for paying state contribu- 
tions in order to secure credit against the federal tax 
for the taxable years 1936, 1937 and 1938. Employers 
who will not have paid their delinquent contributions 
for these years before October 9, will be required to 
pay the amount twice—once to the State and again 





*t House Report No. 728, p. 77; Senate Report No. 734, p. 89; 
- d. 

52 Sec. 810, Revenue Act of 1938.—It is interesting to recall the 
reasons given for this relief provision by the House Committee on 
bien and Means (H. R. Report No. 1860, 75th Congress, Thira 
ession): 

“Under section 902 of the Social Security Act, credit is allowed 
against the tax imposed by Title IX of that Act, for contributions 
paid into a state unemployment fund before the date for filing the 
federal return. Many taxpayers failed to pay their state contribu- 
tions before April 1, 1937, the last date upon which Title IX returns 
for 1936 were required to be filed, and were thus unable to obtain 
the credit. The result was that these taxpayers were required to 
pay the full amount of the Title IX tax and, in addition, the full 
amount of their state contributions. 

“The failure to qualify for the credit was due, in most cases, to 
unfamiliarity with the requirements of section 902 relating to timely 
payments of state contributions, and unfamiliarity with the require- 
ments of the state unemployment compensation laws, some of which 
were enacted so late in the year 1936 that state officials were unable 
to issue regulations and forms in time to adequately inform subject 
employers of their liabilities under state law. 
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to the Federal Government. Refunds are provided for 
any tax which has been collected but with respect to 
which credit is now allowable.** Naturally enough, 
no interest will be paid on any such refund. 

Employers who made late payments of state contri- 
butions (which were consequently not allowed as 
credits) may now file claims for refund. An employer 
who has not yet paid all his state contributions for 
these years should make payment thereof prior to 
October 9 and then file claim for refund of the amount 
of federal tax paid in excess of the federal tax due 
after crediting such state contributions. It is esti- 
mated that employers will save about $15,000,000 by 
reason of these relief provisions.*® 

It is extremely doubtful whether this type of “tax- 
forgiveness” will ever be repeated in view of the lib- 
eral credit-allowance provisions applicable to future 
taxes payable under the amended federal unemploy- 
ment tax and the increased familiarity and experience 
of taxpayers with payroll taxes (a major reason ad- 
vanced for the present liberalization). 


(B) Contributions on Deferred Wages 
for 1936, 1937, 1938 Employment 


Inasmuch as the “wages payable” basis of the fed- 
eral unemployment tax for the years 1936, 1937 and 
1938 remains in force, employers may still be paying 
wages with respect to these years. Recognizing that 
the amount of such “deferred wages” may be unknown 
and that an estimate thereof often presents serious 
difficulties (or that the amount thereof already esti- 
mated and actually reported may eventually prove to 
be underestimated), Congress provided ** that credit 
will be allowable for state contributions paid on or 
after the sixtieth day (October 9, 1939) after the date 
of enactment of the amendments with respect to 
wages paid after the fortieth day (September 19, 1939) 
after the said date of enactment. Employers, when 
paying contributions on such “deferred wages” may 
now breathe more easily. Refunds are also available 
based on the credit allowable under this provision.” 


(C) Taxpayer’s Assets in Custody of Court 


If the assets of the taxpayer are, at any time during 
the 59-day period (August 11 to October 8, 1939, both 
dates inclusive) following the date of enactment of 
the amendments, in the custody or control of a fiduci- 








“‘The benefit of this provision will extend in some degree to em- 
ployers in virtually every state, inasmuch as the distribution of 
sporadic cases of such hardship is nation-wide, although its chief 
benefits will, of course, inure to those states which were late in 
placing their unemployment compensation systems in full operation. 

“In order to relieve the many cases of hardship which were the 
natural accompaniment of the inauguration of the Social Security 
Act, taxpayers are given an opportunity for the year 1936 to obtain 
credit for state contributions paid after April 1, 1937. In order to 
give reasonable notice, the section permits credit against the 1936 
tax for contributions paid into a state fund with respect to that 
year before the sixtieth day after the enactment of this Act. This 
credit is made effective by provision for the allowance of refund, 
without interest.’’ 

53 “Since a few taxpayers did not take advantage of that relief 
provision, it is felt desirable to include credit against the tax for 
1936 in the present provisions.’’ House Report No. 728, p. 78, cited. 

% Sec. 902 (d), I. R. C. 

55 House Report No. 728, p. 2. 
56 Sec. 902 (a) (2), I. R. C. 
57 Sec. 902 (d), I. R. C. 
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ary appointed by the court, credit is permitted for 
contributions (for 1936, 1937, 1938) paid to the state, 
regardless of the date of payment thereof.** The re- 
moval of the time limitation for payment of state con- 
tributions will afford relief in such cases. Taxpayers 
may secure refunds also based on this provision.*® 


(D) Services Allocated to Wrong State 


The type of relief applicable to the taxable years 
1939 and thereafter for cases in which the taxpayer 
pays his contributions (or allocates services) to the 
wrong state, (see previous paragraph entitled “Serv- 
ices Allocated to Wrong State”), is likewise pro- 
vided for the taxable years 1936, 1937 and 1938." 
Thus, employers will sustain no loss by reason of 
payments made by mistake to the wrong state, no 
matter which taxable year is involved. 


(E) Contributions Held “Not Required” 
by State’s Highest Court 


In May, 1939, the Supreme Court of North Carolina 
held ® that the provisions of the North Carolina Un- 
employment Compensation Law levying contributions 
with respect to employment for the vear 1936 was 
retroactive and in direct conflict with the State Con 
stitution and therefore void. The North Carolina 
Unemployment Compensation Law was enacted 
December 16, 1936, at a special session, providing for 
contributions on wages payable during the calendar 
year 1936 and each year thereafter. Under the court’s 
decision an employer under the North Carolina law, 
although entitled to a refund, would have been sub- 
ject to an additional federal tax (with interest) since 
the contributions, paid to the state and for which 
credit was taken (in good faith) in the federal tax 
return, would no longer be allowable as credits (since 
the term “contributions” is limited to payments “re- 
quired by a state law”).** To remedy this situation, 
an amendment “ provides that credit shall be allowed 
for the contributions so paid to the state (if they are 
not returned to the taxpayer), notwithstanding the 
decision of the state’s highest court holding such pay- 
ments “not to be required payments under the unem- 
ployment compensation law of such state”. If the 
contributions are returned, the amount returned will 
not be permitted as a credit and the taxpayer will 
become liable for the federal tax (with interest). This 
relief is extended to the taxable years 1936 or 1937. 
At the present time, it appears that the North Carolina 
decision is the only one involved. 


58 Sec. 902 (a) (3), I. R. C. 

5° See footnote 57. 

Sec. 1601 (a) (4), I. R. C.; Sec. 609, S. S. A. A. 

81 Sec, 902 (b), I. R. C. 

2 Unemployment Compensation Commission of North Carolina v. 
Wachovia Bank and Trust Co., 215 N. C. 491; 2 S. E. (2d) 592. 

*§ Public Laws of 1936 (Extra Session), chapter 1. 

@#a Sec, 1607 (g), I. R. C. 

* Sec. 902 (h), I. R. C. 

*% Except the provisions limiting the credit to amounts paid before 
the due date of filing federal returns. 

66 Sec, 902 (c), I. R. C. 
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(F) Preservation of Definitions of Title IX 
of the Social Security Act 


The provisions and definitions of the Social Sec urity 
Act in force prior to February 11, 1939, apply to the 
relief provisions for the taxable years 1936, 1937 and 
1938, which have been heretofore discussed. This js 
essential to the operation of the relief provisions 


Non-taxable Payments 


Beginning with the calendar year 1940, by exclusion 
from the amended definition of “wages”, certain pay- 
ments heretofore taxable will be non- taxable, while 
the status of other payments will be clarified. The 
following payments (on and after January 1, 1940) are 
expressly made non-taxable: 


(1) Remuneration in excess of $3,000 paid to an employee 
by an employer for employment during a calendar year." 
(See paragraph entitled “$3,000 Limitation.” 

(2) Payments to (or on behalf of) an employee under a 
plan providing for retirement, death, disability or hospitaliza- 
tion benefits. These payments “will be excluded even though 
the amount or possibility of such payments is taken into 
consideration in fixing the amount of remuneration and even 
though such payments are required, either expressly or 
impliedly, by the contract of employment.”® Death-benefit 
payments are excluded only if the employee does not have 
certain rights and options; this provision clarifies existing 
interpretations of the law.” Disability and sickness payments 
were generally held to be taxable wages under the law prior 
to amendment.” Congress was desirous of encouraging such 
plans established for the benefit of employees. 

(3) Payments by an employer (without deduction from 
employee’s wages) of employee’s old-age insurance tax and 
employee contributions under state unemployment compen- 
sation laws.” This provision merely clarifies the existing law 
but the expressed exclusion was considered desirable for pur- 
poses of certainty.” 

(4) Dismissal payments which the employer is not legally 
obligated to make.* Payments to an employee of so-called 
“dismissal wages” constituted taxable wages under the law 
prior to amendment.® 


Coverage 


We do not propose, in this article, to discuss in de- 
tail the changes made in covered employ ment subject 
to tax under the Federal Unemployment Tax Act. In 
general the coverage thereunder is similar to the cov- 
erage for old-age insurance (with certain exceptions). 
The definition of “employment” applicable to services 
performed on and after January 1, 1940, revises some 
of the present exemptions, provides for the extension 
of coverage in certain cases and for the exclusion of 
certain services, and continues unchanged some of the 
existing exemptions.”®° The exemptions contained in 
the law prior to amendment are preserved with re- 
spect to services performed prior to January 1, 1940.” 
We make reference hereafter only to the more im- 
portant changes. 





8 Sec. 1607 (b) (1), I. R. C.; Sec. 614,8.S. A.A 

88 Sec. 1607 (b) (2), I. R. C.; Sec. 614,S.S. ALA 

® Senate Report No. 734, p. 84. 

7S. S. T. 273, 1938-1 C. B. 458. 

ug. &. T..54, 2-2 C. B. 421: S..S.. T.. 201, 1937-2 C. B.. 457. 
72 Sec. 1607 (b) (3), I. R. C.; Sec. 614, S. S. A. A. 

3S. S. T. 83, 1937-1 C. B. 437; S. S. T. 222, 1937-2 C. B. 453. 
74 Sec. 1607 (b) (4), I. R. C.; Sec. 614, S. S. A. A. 

7% Reg. 90, Art. 209 (b); S. S. T. 123, 1937-1 C. B. 483. 

% Sec. 1607 (c), I. R. C.; Sec. 614, S. S. A. A. 

™ Sec. 1607 (c), I. R. C.; Sec. 614, S. S. A. A. 
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Effective January 1, 1940, casual labor is exempted,’® 
and services of student nurses, internes,’® and news- 
boys ®° are exempted. 

A new provision eliminates from coverage insur- 
ance agents and solicitors if the remuneration for 
which they perform their services is on a commission 
basis solely:8 It should be noted that if any part of 
such remuneration is a fixed salary the agent or solici- 
tor is covered and the taxable wages are based on his 
aggregate remuneration. The Social Security Board 
had recommended that such individuals should be 
covered under both the unemployment tax and the 
old-age insurance tax provisions.’ The Federal In- 
surance Contributions Act does not contain a similar 
exclusion of insurance agents. 

The exemption of federal instrumentalities has been 
limited so that so-called instrumentalities of the Fed- 
eral Government which are not wholly owned by it, 
such as national banks, are brought within the unem- 
ployment tax provisions.** The exemption of service 
for state governments and their instrumentalities is 
modified so that it applies only to services performed 
in the employ of a state or instrumentality which is 
wholly owned by a state or political subdivision or 
whose functions are such as to raise constitutional 
barriers to federal taxation.®* 

The exemption of domestic service is broadened,*® 
the exception of agricultural labor is extended ** and 
the exemption of non-profit organizations is modi- 
fied *§ in the amended law. 

Finally, an interesting amendment has been enacted 
providing that the status of an employee who per- 
forms both covered and excluded employment for the 
same employer shall be determined by the services 
which predominate during the pay period.®® 

These, in brief, constitute the most important 
changes in the coverage under the unemployment tax 
provisions, 

Although the fundamental federal-state pattern 
with respect to unemployment compensation has been 
altered in no way, nearly every significant aspect of 
the unemployment tax has been affected by the Social 
Security Act Amendments of 1939: tax basis, credit 
allowance, taxable wages, covered employment and 
exempted employment. The Federal Unemployment 
Tax Act is new—in name and in content. 


Some Economic Effects of Taxation 
(Continued from page 568) 


when the need for revenue was greatest, capital gains 
produced practically no tax or, when losses were al- 
lowed, reduced the tax otherwise payable on ordinary 
Income. 

Under the Revenue Act of 1938. capital losses are 
deductible without the $2,000 limitation first placed 
on them under the 1934 Act. I believe that the rec- 
ognition of capital gains and losses will presently 
lessen revenue rather than increase it. To test that 
thought, I had a survey made of all the tax returns 


—— 








Sec. 1607 (ce): (3), Rec. 

*Sec. 1607 (c) (13), I. R. C. 

® Sec. 1607 (c) (15), I. R. C. 

*' Sec. 1607 (c) (14), I. R. C. 

“ Hearings, House Committee, cited, pp. 8, 11. 
“Sec. 1426 (b), I. R. C.; Sec. 606, S. S. A. A. 
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that went through my own office, and found that the 
net capital losses deducted on 1938 returns were five 
times the net capital gains reported, and that the taxes 
on ordinary income, which were saved by the deduc- 
tion of net capital losses, were eleven times the tax paid 
on net capital gains. It was found, further, that the aver- 
age rate of tax paid on the capital gains was only 4%, 
while the average rate of tax saved through the deduction 
of net losses on capital transactions was over 9%. Obvi- 
ously, the gains are being registered or, at least, in 1938 
were registered by taxpayers in the lower income classes 
who paid a low average rate of tax on such gains, 
while losses were being established and deducted by 
taxpayers in the higher brackets who saved tax at a 
greater rate. Because capital gains taxes have pro- 
duced so little income (perhaps none if the cost of 
collection be deducted), and then when we really did 
not need it, and have on the other hand proved to 
exert a retarding influence on the movement of capital, 
I have heretofore recommended and continue so to 
do, the elimination of said taxes and the consequent 
elimination of the right to deduct capital losses. 


High Estate Taxes 


The death duties, now exceeding 70% maximum for 
New York State residents, must not be overlooked as 
a factor tending to keep capital from normal invest- 
ment, though they may not be as important as the 
first two factors. They affect not only the very 
wealthy to which the highest rates apply but also the 
moderately wealthy whose estates may be taxable at 
lower rates. They are particulary important in the 
case of business men owning their own enterprises and 
whose capital and operations normally give rise to 
much employment. 

To provide for the payment of the death duties, 
without necessitating a sacrifice sale of a business, 
real estate, or stock in a close corporation (all of which 
are not easily marketed), it has become necessary to 
keep available increased amounts of cash or very 
liquid investments. Accountants are frequently called 
upon to estimate the financial costs of death, so their 
clients will be guided in putting their estates in shape 
to meet those costs, including estate and inheritance 
taxes. The possessor of an estate of only $100,000 
must keep about $10,000 liquid to cover such taxes 
(that was not necessary in 1926). Here again, we 
find our tax laws interfering with the normal use of 
capital in productive enterprise, and in larger estates, 
of course, the use of a greater proportion is restricted. 


Recent Legislative Trends 


During the past twenty years, we have been grad 
ually traversing a circle so far as the tax views of 
our legislators are concerned. After the War 
period, with high tax rates, we went through a period 
of years during which efforts were made to ease the 
tax burden, particularly that which was collected un- 
der the Income Tax Acts. Rates were reduced and 





54 Sec. 1607 (c) (6), I. R 
% Sec. 1607 (c) (7), I. 
% Sec. 1607 (c) (2), I. R. 
8 Sec. 1607 (1), I. R. C. 
83 Sec. 1607 (c) (10), I. R 
8 Sec. 1607 (d), I. R. C. 
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many exceptions or exemptions from general rules 
were added to the Statutes to ease the burden in par- 
ticular situations where it otherwise would have been 
inequitable or so heavy as to seriously interfere with 
normal business transactions. Then came the de- 
pression, and we started to go the other way. First, 
tax rates were increased; then there was a great “to 
do” about the so-called “tax avoidance” or “tax eva- 
sion,” and we had a series of so-called “tax loophole” 
laws, based in part on the results of Congressional 
investigations. While these studies developed im- 
proper avoidance or loopholes that should not have 
existed, many of the situations in which taxes were 
not paid were in no sense improper, yet the law was 
continually changed in order to increase revenue from 
a limited number of our citizens. 

These increased revenues were used, in part, to 
cover government expenditures for a purpose that 
was described as “priming the pump of business,’ 
but it soon developed that the pump priming was not 
working or, at any rate, was not bringing about the 
sound and continued improvement that was expected 
and that its protagonists claimed for it. 

Our legislators then began to realize that our tax 
laws were retarding business, and in 1938 we wit- 
nessed the adoption of an Act that was, in the language 
of the legislators who spoke of it publicly, intended 
to stimulate business activities. However, the changes 
were not stimulating to business—they merely de- 
terred business less and not much less at that. 

Apparently, we are now back on the right track, 
though not yet fully around the circle. There is a 
recognition in the halls of Congress that tax laws can 
and do retard business. However, they have not gone 
far enough and it is doubtful whether the recent 1939 
amendments to the law will really accomplish a great 
deal of good in that respect. A review of the changes 
shows, first, that most of them do not become effective 
until next year. In that respect, Congress, for reasons 
not stated, has departed from what has been its normal 
practice, in recent years, of making the Revenue Act 
adopted in a particular year, effective generally as of 
the beginning of the year of adoption. The 1938-1939 
Act, generally, becomes effective only with tax years 
beginning on or after January 1, 1940. 

The changes which are of fundamental importance 
include the elimination of the undistributed income 
surtax and the substitution of higher normal rates on 
corporations (likely to result in increasing corporate 
taxes); a provision for carrying forward operating 
losses ; the general recognition of the use of the “last-in, 
first-out” inventory method, which has been generally 
accepted for accounting purposes in many types of 
businesses but was heretofore not recognized for tax 
purposes ; and the extension of the so-called “nuisance” 
tax levies which otherwise would have expired June 30. 

All the other changes are either technical to meet 
recent court decisions, which have upset what was 
heretofore regarded as the established procedure, or 
will have a very limited effect. My own summariza- 
tion of the 1938-1939 Act is that if, as, and when it 
becomes effective, it will eliminate a few tax irritants 
but it does nothing to eliminate the real tax deterrents. 
It may have some psychological importance in that it 
indicates that our legislators are heading the right 
way, but it will have effect in that manner only if 
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other Acts of Congress point the same way, as they 
seem to be doing at the moment. 

The heavy burden has not been eased in the least. 
We are told that the heavy tax burden is required in 
order to make expenditures that are intended pri- 
marily for relief in one form or another. We have 
been told that it is necessary to make these expendi- 
tures to “prime the pump” to get business started, 
but after six years of it we find that business has 
not started. Clearly, something’is wrong with the 
pump we have been priming or the well is dry. Per- 
haps, our trouble has been that we have been priming 
the wrong pump. 

We might well work on the capital pump by reduc- 
ing materially the present tax burden, particularly in 
the three respects I have discussed. We know that 
that well is not dry—bank and other financial state- 
ments prove otherwise. If we devote part of the 
budget deficit we face for several years to come to 
reducing the high income and estate tax rates, it seems 
reasonable to expect that such action will break the 
capital “jam” now existing, pump it into productive 
enterprise, and put more, if not all, our workers into 
full time commercial production. 

Our budget deficit should then decrease, as less re- 
lief expenditures of all types should be required. It 
may also create more income to be taxed at the lower 
rates so that the revenue receipts will not decline. 
While that possibility has been suggested, and cannot 
be proven in advance, it is interesting to observe that 
the corporate and individual taxes on income reported 
for 1928, under the lowest tax rates since war time, 
agg regated 2,348 millions, while for 1936 under the 
highest tax rates, including excess profits and cor- 
porate undistributed income taxes, since 1917, they 
aggregated 2,405 millions, or only 214% more than 1928. 

Let us think more in terms of producing goods an 
how our tax burdens and taxing laws affect that 
fundamental activity. The worker who could pro- 
duce $1,000 of goods in a year, but who is deprive: 
of a job in which to do it through the effects of our 
tax laws, is being t abor canno 
be saved and preserved as can capital. 








Overlapping Taxing Units in Illinois 


“Taxpayers in Illinois are required to support 15,100 
local governments—more local governments than exist in 
any other state. This is shown in a comprehensive survey 
of Illinois taxing units prepared by the Illinois tax 
commission and made public by Prof. Simeon E. 
Leland, chairman. 

“The survey found that in Illinois local tax units 
have been continually added and superimposed om 
existing units in overlapping and illogical arrange 
ments for 120 years without any attempt at consolida- 
tion or integration. The setting up of 12,115 school 
districts accounts for more than 80 per cent of the 
taxing units, it was found. 

“*The great multiplication of units may have beet 
brought about in sincere attempts to control the tax 
burden and to preserve local autonomy,’ the report! 
said. ‘It has resulted, however, in a jumbled struc: 


ture, parts of which are long since outmoded and 
much of which is incapable of effectively performing 
its functions.’ 


—Chicago Tribune. 
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Life Insurance Policies Payable 
to Named Beneficiaries 
(Continued from page 582) 


In Heiner v. Donnan ** the Supreme Court held a 
statutory provision for a conclusive presumption that 
gifts made within two years of death shall be deemed 
and held to have been made in contemplation of death to 
be unconstitutional. One ground for holding the statute 
yoid was that it could not permit the tax to be sustained 
as a gift tax because there was no rational ground for 
measuring a gift tax by the value of an estate coming 
into being after a gift had become complete and 
irrevocable. However, in Helvering v. City Bank 
Farmers Trust Co.,= the Court held it constitutional to 
include in the gross estate a gift in trust which was 
revocable by the grantor in conjunction with a beneficiary 
and the trustee. The Court said: 

“Congress may adopt a measure reasonably calculated to 
prevent avoidance of a tax. The test of validity in respect of 
due process of law is whether the means adopted is appro- 
priate to the end. A legislative declaration that a status of 
the taxpayer’s creation, shall, in the application of the tax, 
be deemed the equivalent of another status following nor- 
mally within the scope of the taxing power, if reasonably 
requisite to prevent evasion, does not take property without 
due process.” 

In Burnet v. Wells, Justice Cardozo, who delivered 
the majority opinion, made this significant statement: 

“The controversy is one as to the boundaries of legislative 
powers. It must be dealt with in a large way, as questions 
of due process always are, not narrowly or pedantically, in 
slavery to forms or phrases.” 

In upholding the federal estate tax, Justice Holmes 
made the statement “a page of history is worth a 
volume of logic.”** Changing this, one may say 
that a page of social philosophy is worth a volume 
of precedent. The present attitude of the Supreme 
Court is probably to favor extending the taxing power 
of Congress: rather than restraining it. For that rea- 
son, attempting to solve the problem on purely legal 
grounds may be of little avail. Precedent alone is not 
asafe guide. Reasons can generally be found to sup- 
port a desired position, and the courts are by no 
means free from this practice. The proceeds of an 
insurance policy, when averaged, amount to premi- 
ums plus an income or interest return on the pre- 
miums. Therefore, where the insured pays the 
premiums, upon his death it is his money which has 
been saved with an insurance company that is turned 
over to the beneficiary. The Court can take the 
attitude that there is a constitutional necessity to 
include insurance proceeds to prevent evasion of the 
estate tax. In the Bailey case the Court mentioned 
that life insurance is inherently testamentary in char- 
acter. If the insured pays the premiums, even though 
no legal incidents of ownership are retained by him, 
there may be a constitutional basis to levy a federal 
estate tax on policies issued with an irrevocable bene- 


(1932): 285 W.. GS. 302;. 52°S. Ct.. 358. 
* (1935) 296 U.S. 85. 

* New York Trust Co. v. Eisner (1921) 256 U. S. 345, 41 S. Ct. 506. 
7 Arts. 25 and 27, Reg. 80. 
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ficiary, or on those irrevocably assigned, after the 
taxing act. 

The constitutional limitations as to including in- 
surance policies to named beneficiaries in the gross 
estate for purposes of the estate tax can be sum- 
marized as follows: 


(1) In the case of policies irrevocably assigned or bene- 
ficiaries irrevocably named before the Revenue Act of 1918, 
regardless of whether or not the insured paid the premiums, 
the Supreme Court has held that constitutionally, such poli- 
cies cannot be taxed. 


(2) Where the insured does not pay the premiums and 
does not retain any legal incidents of ownership, regardless 
of the fact that the policies were'‘issued after the taxing act, 
there would appear to be no constitutional basis to tax 
the proceeds of such policies. In the same situation, when the 
powers under the policies must be jointly exercised by the 
insured and the beneficiary, there would hardly appear to be a 
constitutional basis to include the proceeds under an estate tax. 


(3) Where the insured retains legal incidents of ownership, 
regardless of when the policies were issued, there would 
appear to be a constitutional basis to include the proceeds 
in the gross estate for the purposes of an estate tax. 


(4) Where no legal incidents of ownership are retained, 
in the case of policies issued or irrevocably assigned after 
the taxing act, but the insured pays the premiums, the Su- 
preme Court may hold there is a constitutional basis to levy 
an estate tax. 


Statutory Provisions 


Assuming the constitutional power of Congress to 
tax the proceeds of life insurance policies (1) where 
the insured retains legal incidents of ownership re- 
gardless of when the policies were issued (2) or where 
no legal incidents of ownership are retained in the 
case of policies issued or irrevocably assigned after 
the taxing act, but the insured pays the premiums, 
what is the status of the present law? 

Where the insured retains legal incidents of owner- 
ship and there is no evidence that anyone other than 
the insured paid the premiums, the proceeds are, of 
course, includible. The Heiner v. Grandin case, supra, 
so held even in the case of policies issued prior to 
the first taxing act, and in spite of the language in the 
Bingham case, it is very doubtful that the Heiner case 
will be overruled. 

Suppose, however, that the insured does not pay 
the premiums, but retains legal incidents of owner- 
ship. Is payment of premiums wholly irrelevant? 
The present regulations lead one to this conclusion 
(except in the case of persons dying prior to Novem- 
ber 7, 1934) ** However, is payment of premiums so 
immaterial? The statute does not by its terms tax 
all insurance. It only includes “policies taken out by 
the decedent upon his own life.’ The usual con- 
ception of policies “taken out” by the insured as ap- 
plying to a situation where the insured has paid the 
first premium and made the application and the policy 
has been delivered, is obviously not applicable.** The 
old Regulations 70, and prior regulations, construed 
policies to be taken out by the decedent when he paid 
the premiums. 








3% Sec. 16, Clark, Inheritance and Estate Taxes on Life Insur- 
ance. Insured purchased policies from corporation who originally 
took out policies. Insured retained right to change beneficiary. 
Held to constitute policies ‘‘taken out by decedent.’’ Jgleheart v. 
Com., (1935) (CCA-5) 77 Fed. (2d) 704. Similarly, Brown v. Com. 
(1938) (CCA-6) 95 Fed. (2d) 184; certiorari denied, 59 S. Ct. 147. 
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The latest expression of the Supreme Court involv- 
ing payment of premiums, covers premiums paid out 
of community property. In spite of this, the decision 
is relevant. In that case, entitled Lang et al. v. Com- 
missioner *® the decedent resided in Washington, a com- 
munity property state, where he married in 1905 and 
where both he and his wife remained domiciled until his 
death in 1929. At the time of his death, there were 
seventeen policies in force, each policy permitting the 
insured to change the beneficiaries. The point for 
consideration was whether all or any portion of the 
proceeds of the policies, premiums on which were paid 
out of community funds, must be treated as part of 
the decedent’s gross estate. Under the laws of Wash- 
ington, one-half of the amount of community funds 
applied toward the payment of premiums was the 
property of the wife, and to that extent she paid the 
premiums. The Supreme Court held as follows: 
(1) As to policies on deceased husband where the wife 
was the beneficiary, premiums paid from community 
funds, only one-half of the proceeds was includible. 
(2) As to policies on deceased husband issued after 
marriage, where the children were beneficiaries, pre- 
miums paid out of community funds, only one-half 
of proceeds was includible. (3) As to policies on de- 
ceased husband’s life, taken out before marriage, first 
premium paid from his separate funds, and all subse- 
quent premiums paid from community funds, the 
amount includible in the gross estate was the total 
received, reduced by one-half of that proportion there- 
of which premiums paid with community funds bore 
to all premiums paid. 

The Court decided the case on the basis of Regula- 
tions 70 which were in force at the time of decedent’s 
death, and stated that it was unnecessary to consider 
the validity or effect of Regulations 80 adopted in 
1934. The decision was rendered by Justice McRey- 
nolds with no dissent. However, Justice Cardozo did 
not participate. 

In reference to the policies where the children were 
the beneficiaries, the Court made this statement: 

“Where children were named beneficiaries and premiums 
were paid from community funds the situation is not within 
the precise words of the Regulations; but the rather obvious 
reason underlying the definition of what constitutes a policy 
“taken out by the assured” should be respected. In the ab- 
sence of a clear declaration it cannot be assumed that Con- 
gress intended insurance bought and paid for with funds of 
another than the insured and not payable to the latter’s estate, 
should be reckoned as part of such estate for purposes of 
taxation. See Jgleheart v. Com., 77 F. (2d) 704, 711.” 
Although community property was involved, the de- 
cision approved Regulations 70 insofar as it drew a 
distinction on the basis of who pays the premiums. 

In the case of Walker v. United States,*° the court 
held that where the wife, the beneficiary, paid more 
than one-half of the premiums, that the portion of 
the proceeds of the policy, proportionate to the pre- 
miums paid for by the wife, was not taxable in the 

estate of the deceased husband. Although the insured 
died while Regulations 70 was in force, the court men- 


¥ (1938) 304 U. S. 264, 58 S. Ct. 880. 
# (1936) CCA-8, 83 F. (2d) 103. The court also excluded from 
the gross estate other policies where the insured surrendered all 


rights except the right to borrow with beneficiaries’ consent. 
41 CCA-2, 83 Fed. (2d) 215. 


47. D. 4729, approved March 18, 1937. 
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tioned that an ambiguous statute being involved and 
Congress having re-enacted the insurance section 
after the first interpretation by the Commissioner 
(determining taxability upon the source of premium 
payments) that the courts will accept such construc- 
tion, unless it is plainly erroneous, and mentions that 
Regulations 70 is more consonant with the law than 
Regulations 80 which excludes insurance proceeds 
only when the insured retains no legal incidents of 
ownership in the policies. Holding similarly is Hel- 
vering v. Reybine, Exrx.,*' involving premiums paid out 
of trust income, in spite of the fact that the income 
was taxable to the insured for purposes of the income 
tax. 

It was probably on the basis of the Walker and 
Reybine decisions that the Treasury Department in 
1937 #2 amended Article 25 of Regulations 80 so as to 
provide that Article 25 of Regulations 70 applies in 
the case of all decedents dying before November 7, 
1934, the date of the approval of the 1934 edition of 
Regulations 80. Decisions holding contrary as to 
decedents dying prior to November 7, 1934 can be 
regarded as overruled. 


In Lang v. Commissioner, supra, the Supreme Court 
stated that the definition of “policies taken out by 
the decedent upon his own life” as defined by Articles 
25 and 28 of Regulations 70 was similar to the defini- 
tion of earlier regulations and that nothing else ap- 
pearing, it must be treated as standing approved by 
Congress because of the re-enactment of the insurance 
provision of the statute, while this definition was part 
of the Regulations in force. The Court regarded as 
clearly untenable, the Commissioner’s suggestion that 
it was at variance with the statute and unreasonable. 


A similar issue arose recently in the case of 
Helvering v. Reynolds Tobacco Company,** which 
involved an income tax question as to whether 
a gain accruing to a corporation consequent on the 
purchase and sale of its own shares, constituted gross 
income under Section 22(a) of the Revenue fat of 
1928. The Supreme Court agreed that Section 22(a) 
is so general as to render an interpretative regulation 
appropriate and that there had been a uniform ad- 
ministrative construction of that regulation at least 
since 1920. The Court mentioned that since succes- 
sive revenue acts had been re-enacted without altera- 
tion including the definition of gross income as it 
stood in the earlier acts, Congress must be taken to 
have approved the administrative construction and 
therefore to have given it the force of law.** The 
Treasury Department argued that an amendment to 
the Regulations adopted by the Treasury Department 
on May 2, 1934, while the case was pending before 
the Board was controlling because the amendment 
operated retroactively, and further, since Congress 
had re-enacted Section 22(a) in the Revenue Acts of 
1936 and 1938, it had approved the amended regula- 
tion. The Court held that the legislative approval of 
the earlier regulations gave that regulation the force 


ee 





#3 (1939) 306 U. S. 110. 


44On this point see also Helvering v. Bliss, (1934) 293 U. S. 14+: 


Koshland v. Helvering, 298 U. S. 441; Manhattan General Equipment 


Co. v. Com., 297 U. S. 129; E. R. Squibb & Sons v. Helvering, 98 
(2d) 69; Mayes v. Paul Jones & Co. (1921), 270 F. 121. 
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of law, which did not authorize the Treasury Depart- 
ment to defeat this rule of law by attempting to make 
the new regulation retroactive. The Court expressly 
did not rule on the question as to whether the alter- 
ation of the existing regulation for the future requires 
a legislative declaration or may be shown by re- 
enactment of the statutory provision unaltered after 
4 change in the applicable regulation. 


In the Lang case, the Supreme Court definitely indi- 
cated that an interpretation of the statutory words 
“policies taken out by the decedent upon his own life” 
based upon the source of premium payments 1s reason- 
able, much as we might disagree upon a distinction 
on that basis. Such an interpretation would not be 
contrary to the holding in the Chase National Bank 
case. That decision is based upon constitutional 
srounds rather than any effort to give effect to any 
wording of the statute, and in that case the court con- 
sidered the fact that the insured had paid the 
premiums. 


In view of all of these circumstances, the following 
queries can be raised: 


(1) Is the rule laid down by Regulations 70, basing 
exclusion or inclusion upon whether or not the insured 
pays the premiums, still the law as to decedents dying 
after November 7, 1934,*° in spite of its repeal by 
the present Regulations? (2) Is the provision of the 
present Regulations including policies only where the 
insured retains legal incidents of ownership binding, 
and if so, has it acquired the force of law through 
subsequent re-enactment by Congress? 


Neither question is free from doubt. An analysis 
of the situation requires a study of the changes in the 
Regulations to note just how the shift in the con- 
struction of the statutory words “policies taken out by 
the decedent upon his own life” occurred. Regula- 
tions 70 (1929 Edition) provided in Article 25 that 
insurance is deemed to be taken out by the decedent 
to the extent he pays the premiums. By amendment 
in 1930 #® Article 27 of these Regulations, for the first 
time provided for the inclusion of insurance only 
where the decedent retained legal incidents of owner- 
ship. This 1930 amendment apparently resulted from 
a feeling of constitutional necessity. 


Regulations 80 (1934 Edition) provided in Article 
25 that insurance is deemed to be taken out by the 
decedent where he or a third person other than the 
beneficiary pays the premiums or decedent possesses 
any legal incidents of ownership. However, Article 
27 provided that the statute requires the inclusion of 
all insurance if decedent, at death, possessed any legal 
incident of ownership. While not free from ambig- 
uity, when Articles 25 and 27 in the 1934 edition of 
Regulations 80 are read together, the only basis for 
exclusion was failure to possess legal incidents of 
ownership at death. It is to be noted that the Regula- 
tions, then, for the first time, based inclusion of insur- 
ance where the decedent retained legal incidents of 
ownership, upon statutory construction. 


The present Regulations 80 (1937 Edition) as a 
result of amendment in 1937 ‘7 now states specifically 


“The date of approval of the 1934 edition of Regulations 80. 


“T. D. 4296 deleting a paragraph of Art. 27. From 1930 to 
Nov. 7, 1934, the Regulations apparently provided for inclusion only 





in Article 25 that insurance is deemed to be taken out 
by the decedent if he acquired the ownership of, or 
any legal incident thereof in the policy, and retains 
the provision of Article 27 that the statute requires 
the inclusion of all insurance if decedent at death 
possessed any of the legal incidents of ownership. 
Article 25 omits all reference to payment of premiums, 
in the case of decedents dying after November 7, 1934. 

It can be argued that the provisions in reference 
to premium payments under Regulations 70, having 
given a definite statutory meaning to an ambiguous 
statute and having acquired the force of law through 
the re-enactment of the varioys Revenue Acts, is still 
the law until changed by an express Act of Congress; 
that this change cannot be brought about by an 
amendment to the Regulations even if accompanied 
by a subsequent re-enactment of the Revenue Act. 
The Helvering v. Reynolds Tobacco Company case ex- 
pressly left such a possibility unanswered, although 
the court did state that it may be that by the re- 
enactment of the Revenue Act, after the adoption of 
an amended Regulation, that the Treasury Department 
could thereafter apply the amended Regulation. 

As to the second question whether a test based 
upon retention or surrender of legal incidents of 
ownership has acquired the force of law, there is still 
greater difficulty. The Supreme Court has given no 
sanction to a construction of the statutory words 
“policies taken out by the insured” based upon reten- 
tion or surrender of legal incidents of ownership. In 
the Bailey case, supra, the Court of Claims considered 
the question entirely upon constitutional grounds, 
assuming that the statute provided no exception. 
Also, this construction found its way into the present 
regulations originally, through a feeling of constitu- 
tional necessity. The Supreme Court can, therefore, 
say that since there is no constitutional need to give 
such a construction to the statute, that the construction 
is erroneous and cannot be given statutory sanction, 
even though there has been a subsquent re-enactment 
of the Revenue Act. 

On the other hand, the Court may approve the 
present Regulations as being a correct interpretation 
of the statute which has acquired the force of law, at 
least to the extent that a new regulation cannot have 
any retroactive effect, following the reasoning of the 
Reynolds Tobacco Company case. If this is done, the 
Bailey case will be reversed, while at the same time the 
Court will be recognizing the constitutional powers 
of Congress to tax policies similar to those involved 
in the Bailey case. Just what line of reasoning the 
Court will follow depends to some extent upon whether 
it will be found socially desirable to include all 
policies where the insured pays the premiums. While 
opinions are based on legal reasoning they are fre- 
quently influenced by the social attitude of the Court. 

A different statutory basis for omitting policies 
where the insured retains no rights was recently in- 
voked by the United States District Court for the 
Southern District of New York, where the Court in a 


where the insured paid the premiums and also retained legal inci- 
dents of ownership. 
“7, D. 4729, 
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decision ** rendered August 3, 1939, expressly refused 
to follow the Bailey case. In this decision the District 
Court held that a life insurance policy issued in 1920 
was not includible in the decedent’s gross estate be- 
cause the decedent had irrevocably named his wife as 
beneficiary. The Court stated that Section 302 (g) of 
the statute must be construed together with Sec- 
tion 301 (a) which latter section, by providing for the 
imposition of an estate tax, in effect imposes a tax 
upon the, “interest which ceased by reason of death.” 
The Court then arrived at the conclusion that as a 
result, the application of Section 302 (g) is limited to 
policies in which there is some shifting of the de- 
cedent’s interest as a result of death. The Court 
further stated that insurance is not inherently testa- 
mentary in character and that some shifting of interest 
as a result of death is necessary to support the tax 
unless there is a transfer in contemplation of death. 
It distinguished //elvering v. Bullard *® which upheld 
the Joint Resolution of March 3, 1931, and included 
in the gross estate of the grantor a trust where the 
grantor retained a life interest, on the ground that Sec- 
tion 302 (c) explicitly covered this type of transfer 
and admitted no other interpretation. 

The objection to this line of reasoning is that Sec- 
tion 302 (g) by its language includes all policies taken 
out by the insured and as stated by the court in Porter 
v. Commissioner *° the term “net estate” as used in 
Section 301 (a) does not mean an amount to be ascer- 
tained as such under any general rules of law or under 
statutes governing the administration of estates, but 
is the gross estate as specifically defined in Section 302, 
less deductions permitted by Section 303. Also, 
although life insurance is often procured to protect 
dependents from loss of support, rather than for the 
purpose of transferring property in anticipation of 
death, nevertheless it is a device that can be used and 
has been used to accomplish the latter objective. It 
is therefore difficult to see how Section 301 (a) can be 
regarded as limiting the scope of 302 (g). 

However, in view of the fact that many persons 
have acted upon the basis of the present regulations 
and have irrevocably surrendered all rights in pol- 
icies, any change that may be made in the Regulations 
or in the law should not be retroactive but should 
merely be prospective, applying to policies issued or 
irrevocably assigned in the future, and applying on a 
proportional basis, based upon the percentage future 
premium payments bear to the whole, as to policies 
previously irrevocably assigned where the insured 
continues to pay the premiums. 


Conclusion 





Until the Supreme Court has spoken, one must pro- 
ceed with caution. If the result sought is the entire 
exclusion from the estate tax of policies to specific 
beneficiaries, until the law has been clarified, the 
insured should not only retain no rights in the poli- 
cies, but also should not pay the premiums,—best, the 
premiums should be paid by the beneficiary. 









48 Chase Nat. Bank of City of N. Y., Exzr. v. 
of U. S., South. Dist. of N. Y. 
Service, © 8280). 

49 303 U. S. 297 (1938). 


U. 8., District Court 
(CCH Inh., Estate and Gift Tax 
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If the Bailey case is upheld, in accordance with the 
reasoning of the Court of Claims, it will raise some 
interesting questions. Suppose the insured has paid 
only part of the premiums, what rule will apply? The 
court may follow the rule in the Lang case, and tax 
only a portion of the proceeds, based upon the ratio 
that premiums paid by the insured bears to all the 
premiums. Suppose the insured irrevocably names a 
beneficiary in an old policy for the first time and the 
beneficiary pays all subsequent premiums. Will pay- 
ment of the gift tax avoid inclusion of proceeds at- 
tributable to the old premiums? The Court may still 
insist upon tracing the premiums to the insured, which 
is analagous to the situation in the case of joint ten- 
ancies. To avoid this there might be a temptation to 
have the beneficiary pay a consideration for the trans- 
fer. If this is done, the insurance proceeds above the 
premiums paid will be subject to an income tax when 
received by the beneficiary.*' Also, what will the 
Treasury Department do about returns already filed? 
Attempt to reopen those not barred by the statute of 
limitations? 

Obviously, the present situation is so chaotic, im- 
mediate clarification and revision of the law is de- 
manded. Life insurance involves long term planning 
and a greater degree of certainty should be available. 


War-Profit Taxes and Their Records 


(Continued from page 569) 
corporations which could not determine a statutory 
invested capital. 

Nevertheless, the determination of invested capital 
was an exceedingly troublesome factor in the admin- 
istration of the tax. Moreover, under-capitalization 
proved highly prejudicial to taxpayers and over- 
capitalization unduly favorable. On the other hand, 
because of its high productiveness of revenue the tax 
has great merit as an emergency measure. Unless the 
technical difficulties and inequalities involved in the 
calculation of invested capital can be eliminated or 
greatly lessened, however, the measure would place 
an undue burden upon business and should not be re- 
enacted in spite of the fact that the theory of the tax 
is sound. 

It has been suggested that invested capital might 
be arbitrarily determined by the taxpayer, like the 
capital stock tax valuation in its relation to the excess 
profits tax under present law. This would be wholly 
unworkable because the present so-called excess prof- 
its tax primarily functions to prevent understatement 
of capital stock tax valuations. 





National Tax Conference 


The 1939 Conference of the National Tax Associa- 
tion will be held in San Francisco, the week of October 
16. Alfred H. Stone, Chairman of the Mississippi 
Tax Commission, is President of the Association. 





% 288 U. S. 436, 441 (1933). 
303 U. S. 297; 
U. S. 85. 

51 Hacker, 36 BTA 659 (CCH Dec. No. 9778). 


See also Helvering v. Bullard (1938). 
Helvering v. City Bank Farmers’ Trust Co., 296 
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INTERPRETATIONS 


Appellate and Lower Courts 


AAA Compensating Taxes — Recovery — Jurisdiction of 
Customs Court.—The Court holds that Title VII of the Rev- 
enue Act of 1936 provides a judicial remedy (suit in Court 
of Claims or a district court) for the recovery of compen- 
sating taxes paid under the AAA, and that Sec. 905 of the 
1936 Act, divesting the Customs Court of jurisdiction over 
cases for the recovery of such taxes, violates no provision 
of the Constitution. Therefore the Customs Court properly 
dismissed an action for recovery of compensating taxes on 
imports of sugar. 

Upholding dismissal by Customs Court.—U. S. Court of 
Customs and Patent Appeals, in Lamborn and Company, Inc. 
v. United States. Customs Calendar No. 55; Customs Appeal 
No. 4198, October Term, 1938. 


AAA Processing Taxes—Action to Recover Part of Pur- 
chase Price.—Where a contract expressly provided that the 
prices named therein included the processing tax as then 
imposed, contained no provision that the buyer was putting 
the seller in funds with which to pay the tax, and did not 
provide for credit or refund to the buyer in the event the 
tax was held illegal, the buyer has no right to restitution.— 
Kansas Supreme Court, in The G. S. Johnson Company v. The 
NV. Sauer Milling Company. No. 34,037. 


AAA Processing Taxes—Action to Recover—Parties— 
Suit was improperly brought against the collector for re- 
covery of processing taxes paid to him with tax payment 
warrants on processed rice which was later exported. It is 
held that the action is based upon the Government’s promise 
to pay a bonus or drawback on exported rice and not upon 
any illegal or erroneous collection made by the Collector.— 
U. S. District Court, Western Dist. of Texas, San Antonio 
Division, in Standard Rice Company, Inc. v. Frank Scofield, 
Collector of Internal Revenue. No. 40. 


AAA Processing Taxes—Claim for Refund—Jurisdiction of 
Board.—The Board properly dismissed, for lack of jurisdic- 
tion, a petition in which it was shown that the processing tax 
was paid by the processor who is alleged to have passed it 
on to the claimant. The claimant further contends that he 
lid not pass the tax on to his customers, and that as the real 
party in interest, being the one who bore the burden, he is 
entitled to the refund. “The Act must be construed in the 
light of the circumstances existing at the time of its enact- 
ment. Clearly its purpose was to make provision for a refund 
of processing tax illegally collected by reason of the uncon- 
stitutional Agricultural Adjustment Act. The tax had been 
exacted from the processor alone, and had Congress intended 
to make provision for a refund of such tax to a person other 
than the one from whom it had been collected, it would have 
so expressed itself. The vendee of the processor, such as the 
petitioner here, was not liable to the Government for the 
tax imposed—in fact, it was a total stranger in the matter.” 

Affirming action of Processing Tax Board of Review in 
dismissing the petition, as reported at 391 CCH {0381.— 


U. S. Circuit Court of Appeals, Seventh Circuit, in Fh. & F. 
Laboratories, Inc. v. Commissioner of Internal Revenue. No. 
6858, October Term, 1938, April Session, 1939. 


Accrual of Real Estate Taxes.—New Orleans, Louisiana, 
city and state real estate taxes for 1934 became a lien on 
the property on November 27, 1934; and since the attach- 
ment of the lien determines the accrual date of the real prop- 
erty taxes, they accrued on November 27, 1934. Such taxes 
are not deductible on petitioner’s return for the fiscal year 
ended September 30, 1934, on the accrual basis, though the 
New Orleans city taxes were paid within such fiscal year.— 
U. S. District Court, Eastern Dist. of Louisiana, in Carondelet 
Building Company, Inc. v. Rufus W. Fontenot, Acting Collector 
of Internal Revenue. Law No. 995. 


Assessment Period—1926 Act.—Recovery is denied of addi- 
tional taxes paid for 1919, such taxes having been assessed 
pursuant to stipulation filed with the Board of Tax Appeals, 
representing a compromise of the parties. Assessment was 
made in November, 1926, less than 30 days after the Board’s 
order rendered pursuant to the stipulation, and within the 
time as extended by waivers executed in 1925 and on January 
14, 1926. The Court finds no merit in the taxpayer’s conten- 
tion that the assessment was made at a time when such 
assessment was forbidden by the provisions of the 1926 Act, 
Petition with the Board was filed before enactment of the 
1926 Act.—U. S. Court of Claims, in George J. Hagan Com- 
pany v. United States. No. 42438. 


Bad Debt Deduction—Endorsement Liability Satisfied 
with Realty.—On June 10, 1930, plaintiff John N. Bennett, a 
resident of Texas, created an irrevocable trust, naming his 
four children as beneficiaries, and transferring to the trust 
certain assets including the note of another for $10,000, en- 
dorsed in blank by the plaintiff. In 1932 or 1933 the maker 
of the note became insolvent and has remained unable to pay 
the note. On July 16, 1934, on demand of the trustee the 
plaintiff took up the note and in lieu thereof transferred to 
the trust fund realty and oil and gas royalties having a basis, 
for income-tax purposes, of $2,000 but having a fair market 
value equal to the face of the $10,000 note. -The property 
had been owned by the plaintiffs for more than nine years 
but less than ten years. It is held that plaintiffs were entitled 
to deduct as a bad debt for 1934 the amount of $2,000.— 
U. S. District Court, Western Dist. of Texas, San Antonio, 
in John M. Bennett and Jamie A. Bennett v. United States. 
Law No. 2037. 


Bad Debt Deduction—Worthless Stock.—The Court holds 
that although plaintiff ascertained that Kreuger & Toll Amer- 
ican Certificates were worthless in 1932, inasmuch as he did 
not charge off such certificates as bad debts in 1932 nor take 
a deduction relating thereto on his 1932 return his claim for 
refund for that year was properly denied by the Commis- 
sioner.—U. S. District Court, Dist. of Minnesota, Third Divi- 
sion, in Howard E. Cammack v. United States. Law No. 2983. 
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Board of Tax Appeals 


Option to Purchase Stock—Whether Compensation.—In 
1936 the petitioner was given an option to purchase a maxi- 
mum number of shares of stock in his employer corporation 
in each of the years 1936-1940 at a price below the current 
market price. He purchased his allotted shares for 1936 in 
December of that year and the Commissioner included in 
his income for that year the excess of the fair market value 
of the stock at the time of purchase over the amount paid 
therefor. It is held that such excess value did not constitute 
taxable income or compensation in the year of purchase.— 
William B. Gillies and Frances H. Gillies v. Commissioner, De- 
cision 10,676-G [CCH]; Docket 91296. Memorandum opinion. 


Trust Income—Grantor’s Taxability—The grantor of 
three trusts who reserved the power, first in conjunction with 
his wife, the primary beneficiary, and after her death, alone, 
to alter, amend, or revoke the trusts, and after his wife’s 
death to require -the trustee to distribute to himself the trust 
income, and who reserved the right to exercise the voting 
power incident to the ownership of the stock, bonds, and 
other securities contained in the trust corpus, was taxable in 
1932 and 1933 on the income of the trusts.—O. C. Altmaier v. 
Commissioner, Decision 10,658-B [CCH]; Docket 85205. 


Memorandum opinion. 


Trust Income —lIrrevocable Assignment — Beneficiary’s 
Nontaxability—The Court affirms the Board’s holding that 
trust income paid in 1931 and 1932 directly to the bene- 
fciary’s assignee pursuant to an assignment which could not 
be revoked by the beneficiary within the taxable year is 
not taxable to the beneficiary. The Board cited Blair vw. 
Commissioner (300 U. S. 5, 37-1 ustc J 9083) to the effect that 
“The one who is to receive the income as the owner of the 
beneficial interest is to pay the tax.” 

Affirming Board of Tax Appeals decision, 36 BTA 141, 
reported as CCH Dec. 9683.—U. S. Circuit Court of Appeals, 
Sixth Circuit, in Commissioner of Internal Revenue v. Ellen 


S. Booth. No. 7891. 


Trust Income—Settlor’s Taxability—Substantial Adverse 
Interest—Power to Revest.—Under a trust instrument, the 
settlor was to receive the income but, admittedly, was com- 
pletely and irrevocably divested of the corpus, except for the 
requirement that “In the event it shall develop that the net 
income ... shall be insufficient to furnish to said Trustor 
the funds to which she has been accustomed for the upkeep 
of her home and her personal enjoyment. . .” the trustee 
should pay from the corpus such amount as might, in the 
discretion of the trustee, be reasonably necessary for such 
purpose. None of the corpus was distributed to the settlor 
during the tax year, but the absence of the condition upon 
which it could have been so distributed is not disclosed, Re- 
spondent taxed certain income of the trust to the settlor 
under section 166 of the Revenue Act of 1934, claiming (1) 
that the trustee was a person “not having a substantial ad- 
verse interest in the disposition of such part of the corpus 
or the income therefrom,” and (2) that, “the power to revest 
in the grantor title to... the corpus of the trust is vested” 
in such trustee. Inasmuch as the trustee had no interest in 
the corpus, except as trustee, it did not have a “substantial 
adverse interest” within the meaning of section 166, supra. 
Further, where the burden was on petitioner to contradict 
the contingency upon which the exercise of the power to 
revest corpus depended, it is held that petitioner has failed 
to establish error in the contested determination. 

Opper and Disney concur in the result. Sternhagen dissents, 
with opinion to the effect that there was in no one “the power 
to revest in the grantor title to any part of the corpus of the 
trust.” Further, that the case having been submitted on 
stipulation, it was unfair to place the burden of proof on the 
petitioner. Arundell, Van Fossan, Murdock, Black, and Harron 
agree with this dissent—Lewis Hunt Mills, Admr. de Bonis 
Non, Est. of Evelyn Scott Mills v. Commissioner, Decision 
10,673 [CCH]; Docket 91734. 39 BTA 798. 


Bureau of Internal Revenue 


Accrual Date.—For federal income tax purposes, real and 
personal property taxes in the State of Wyoming accrue on 
February 1 of the tax (calendar) year for which the taxes 
are assessed.—I. T. 3303, 1939-31-9932 (p. 10). 


Deductions—Tax on Bank Shares.—The tax on bank shares 
in Pennsylvania, which is a tax on the shareholders although 
paid by the bank, is an allowable deduction to the bank under 
section 23(d) of the Revenue Act of 1936, for the taxable 
year in which paid, regardless of the bank’s method of ac- 


counting.—G. C. M. 21329, 1939-29-9918 (p. 3). 


Dividends Paid Credit.—Where a corporation is required 
to make a deposit of cash annually with a trustee for bond 
retirement, or in lieu thereof an equivalent amount of its 
bonds at par value, the cost of the bonds purchased during 
the year and so deposited rather than their par value measures 
the dividends paid credit for that year under section 27(a)4 


of the Revenue Act of 1938.—I. T. 3299, 1939-30-9921 (p. 2). 


Exemptions—Social Clubs.—The M Club’s right to exemp- 
tion under section 101(9) of the Revenue Act of 1938 and the 
Internal Revenue Code, as a nonprofit-making social club, 
is not affected by the fact that for the time being a substantial 
part of its income is derived from interest, such income being 
incidental to the investment of the proceeds of sale of its 
former clubhouse pending the acquisition of a new home for 


the club.—I. T. 3302, 1939-31-9931 (p. 6). 


Gross Income—Exclusions.—Accident disability benefits 
received by employees of the M Company, under a plan which 
expressly provides that the employee may elect to accept the 
benefits under the plan or to prosecute such claims as he may 
have, constitute damages received by agreement within the 
contemplation of section 22(b)5 of the Revenue Act of 1938. 
—I. T. 3306, 1939-32-9945 (p. 2). 


Gross Income—Inclusions.—When United States savings 
bonds are registered in the names of two natural persons in 
the alternative as co-owners, for example, “Mr. John Jones 
or Mrs. Mary Jones,” the interest therefrom is includible for 
federal income tax purposes in the income of the person who 


contributed the purchase price of the bond. If the purchase 
price was contributed in part by both persons, the interest 
is includible in the income of such persons proportionately, 
provided that co-owners who are husband and wife domiciled 
in states having community property laws should ordinarily 
return one-half of the interest from the bonds in each spouse’s 
income if the bonds are held as community property. 

A husband and wife may, therefore, own as co-owners 
savings bonds having a maturity value of $10,000 issued in 
one calendar year, and, if the purchase price of $7,500 has 
been contributed equally, each spouse may claim exemption 
with respect to bonds having a maturity value of $5,000, the 
cost or principal amount of which, however, is only $3,750. 
Each spouse is not entitled to exemption on a principal amount 
of $5,000 with respect to savings bonds issued in one calendar 
year and held in co-ownership for the reason that a natural 
person must include any such bonds registered in his or her 
name as co-owner in determining whether the limitation has 
been exceeded, and such inclusion would result in each spouse 
owning bonds having a maturity value in excess of $10,000 
issued in one calendar year.—I. T. 3301, 1939-31-9929 (p. 3). 


Losses by Individuals——A and B, husband and wife, owned 
property as tenants by the entireties. The property was dam- 
aged by hurricane and A defrayed all of the expenses in 
repairing it. 

Held, A may deduct the entire amount of the loss actually 
sustained under section 23(e) of the Revenue Act of 1938, 
but not in excess of the amount computed in accordance with 
sections 23(i) and 113(b) of the Act. If the entire loss 1s 
claimed as a deduction by A in his separate return, it follows 


that no deduction is allowable in the return of B.—I. T. 3304, 
1939-31-9933 (p. 11). 


Social Security Act—Employees.—A, a “research associate” 
conducting scientific research at the National Bureau of 
Standards for the M Institute, is an employee of that institute 
for the purpose of Subchapters A and C, Chapter 9, of the 
Internal Revenue Code (formerly Titles VIII and IX of the 
Social Security Act).—S. S. T. 370, 1939-31-9938 (p. 20). 
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